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Chapter 1

Globalization

After reading this chapter, students will be able to:
• Describe how politics, culture, the economy, and
technology impact globalization.
• Determine the drivers involved in overseas
companies’ expansion.
• Assess businesses’ risks germane to global
expansion.
• Reflect on the history of globalization and how
the current stage aﬀects everyday life.

Section 1

Global World
To most of us, globalization—as a political, economic, social, and

PlayStation, and travel with designer luggage. This is equally true

technological force—appears all but unstoppable. The ever-

for the buying habits of businesses. The market boundaries for

faster flow of information across the globe has made people

IBM global services, Hewlett-Packard computers, General

aware of the tastes, preferences, and lifestyles of citizens in other

Electric (GE) aircraft engines, or PricewaterhouseCoopers

countries. Globalization is the interaction and integration among

consulting are no longer defined in political or geographic terms.

the people, companies, and governments of diﬀerent nations, a

Rather, it is the intrinsic value of the products and services that

process driven by international trade and investment and aided

defines their appeal. Like it or not, we are living in a global

by information technology. It has contributed to countries’

economy.

economic growth, cross-cultural understanding and world
stability. Through this interaction and information flow, we are all
becoming—at varying speeds and at least in economic terms—
global citizens. This convergence is controversial, even oﬀensive,
to some who consider globalization a threat to their identity and
way of life. It is not surprising, therefore, that globalization has
evoked counter forces aimed at preserving diﬀerences and
deepening a sense of local identity.

How global are we?
In 1983, Theodore Levitt, the late Harvard Business School
professor and editor of the Harvard Business Review, wrote a
controversial article entitled “The Globalization of Markets.” In it,
he famously stated, “The globalization of markets is at hand.
With that, the multinational commercial world nears its end, and
so does the multinational corporation…The multinational

Yet, at the same time, we increasingly take advantage of what a

operates in a number of countries, and adjust its products and

global economy has to oﬀer—we drive BMWs and Toyotas, work

processes in each, at high relative cost. The global corporation

with an Apple or IBM notebook, communicate with an Android or

operates with resolute constancy…it sells the same things in the

iPhone, wear Zara clothes or Nike sneakers, drink Coca-Cola,

same way everywhere.”

eat McDonald’s hamburgers, entertain the kids with a Sony
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Levitt both overestimated and underestimated globalization. He
did not anticipate that some markets would react against
globalization, especially against Western globalization. He also
underestimated the power of globalization to transform entire
nations to actually embrace elements of global capitalism, as is
happening in the former Soviet Union, China, and other parts of
the world. He was right, however, about the importance of
branding and its role in forging the convergence of consumer
preferences on a global scale. Think of Coca-Cola, Starbucks,
McDonald’s, or Google. More than 20 years later, in 2005,
Thomas Friedman, author of The World is Flat: A Brief History of
the Twenty-First Century, had much the same idea, this time
focused on the globalization of production rather than of markets.
Friedman argues that a number of important events, such as the
birth of the Internet, coincided to “flatten” the competitive
landscape worldwide by increasing globalization and reducing the
power of states. Friedman’s list of “flatteners” includes the fall of
the Berlin Wall; the rise of Netscape and the dot-com boom that
led to a trillion-dollar investment in fiber-optic cable; the
emergence of common software platforms and open source code
enabling global collaboration; and the rise of outsourcing,
oﬀshoring, supply chaining, and in-sourcing. According to
Friedman, these flatteners converged around the year 2000,
creating “a flat world: a global, web-enabled platform for multiple
forms of sharing knowledge and work, irrespective of time,
distance, geography and increasingly, language.” And, he
observed, at the very moment this platform emerged, three huge
economies materialized—those of India, China, and the former
4

Soviet Union, and “three billion people who were out of the game,

they cite recent decisions by DuPont and Procter & Gamble to roll

walked onto the playing field.” This will be covered in more detail

their three separate country subsidiaries in the United States,

in Chapter 2. Taking a diﬀerent perspective, Harvard Business

Canada, and Mexico into one regional organization. The histories

School professor Pankaj Ghemawat disputes the idea of fully

of Toyota, Wal-Mart, and Coca-Cola provide support for the

globalized, integrated, and homogenized future. Instead, he

diagnosis of a semi-globalized and regionally divided world.

argues that diﬀerences between countries and cultures are larger

Toyota’s globalization has always had a distinct regional flavor. Its

than is generally acknowledged and that “semi-globalization” is

starting point was not a grand, long-term vision of a fully

the real state of the world today and is likely to remain so for the

integrated world in which autos and auto parts can flow freely

foreseeable future. To support his contention, he observes that

from anywhere to anywhere else. Rather, the company

the vast majority of all phone calls, web traﬃc, and investment

anticipated expanded free-trade agreements within the Americas,

around the world remains local; that more than 90% of the fixed

Europe, and East Asia but not across them. This reflects a vision

investment around the world is still domestic; that while trade

of a semi-globalized world in which neither the bridges nor the

flows are growing, the ratio of domestic to international trade is

barriers between countries can be ignored.

still substantial and is likely to remain so; and, crucially, that
borders and distance still matter and that it is important to take a
broad view of the diﬀerences they demarcate, to identify those
that matter the most in a particular industry, and to look at them
not just as diﬃculties to be overcome but also as potential
sources of value creation.

The globalization of Wal-Mart illustrates the complex realities of a
more nuanced global competitive landscape. It has been
successful in markets that are culturally, administratively,
geographically, and economically closest to the United States:
Canada, Mexico, and the United Kingdom. In other parts of the
world, it has yet to meet its profitability targets. The point is not

Moore and Rugman also reject the idea of an emerging single

that Wal-Mart should not have ventured into more distant

world market for free trade and oﬀer a regional perspective. They

markets, but rather that such opportunities require a diﬀerent

note that while companies source goods, technology, information,

competitive approach. For example, in India, which restricts

and capital from around the world, business activity tends to be

foreign direct investment in retailing, Wal-Mart was forced to enter

centered in certain cities or regions around the world, and

a joint venture with an Indian partner, Bharti, which operates the

suggest that regions—rather than global opportunity—should be

stores, while Wal-Mart deals with the back end of the business.

the focus of strategy analysis and organization. As examples,

Finally, consider the history of Coca-Cola, which, in the late
5

1990s under chief executive oﬃcer Roberto Goizueta, fully

developed world. The sheer size of the consumer markets now

bought into Levitt’s idea that the globalization of markets (rather

opening up in emerging economies, especially in India and China,

than production) was imminent. Goizueta embarked on a strategy

and their rapid growth rates will shift the balance of business

that involved focusing resources on Coke’s megabrands, an

activity far more than did the earlier rise of less populous

unprecedented amount of standardization, and the oﬃcial

economies such as Japan and South Korea and their handful of

dissolution of the boundaries between Coke’s U.S. and

“new champions” that seemed to threaten the old order at the

international organizations. Fifteen years later and under new

time.

leadership, Coke’s strategy looks very diﬀerent and is no longer
always the same in diﬀerent parts of the world. In big, emerging
markets such as China and India, Coke has lowered price points,
reduced costs by localizing inputs and modernizing bottling
operations, and upgraded logistics and distribution, especially
rurally. The boundaries between the United States and
international organizations have been restored, recognizing the
fact that Coke faces very diﬀerent challenges in America than it
does in most of the rest of the world. This is because per capita
consumption is an order of magnitude that is higher in the United
States than elsewhere.
Global Competition’s Changing Center of Gravity The rapid
emergence of a number of developing economies—notably the
so called BRIC countries (Brazil, Russia, India, and China)—is the
latest development shaping the global competitive environment.
The impact this development will have on global competition in
the next decade is likely to be enormous; these economies are
experiencing rates of growth in gross domestic product (GDP),
trade, and disposable income that are unprecedented in the

This shift in the balance of business activity has redefined global
opportunity. For the last 50 years, the globalization of business
has primarily been interpreted as the expansion of trade from
developed to emerging economies. Today’s rapid rise of emerging
economies means this view is no longer tenable—business now
flows in both directions and increasingly from one developing
economy to another. Or, as the authors of “Globality,” consultants
at the Boston Consulting Group (BCG), put it, business these
days is all about “competing with everyone from everywhere for
everything.”
The evidence that this latest shift in the global competitive
landscape will have seismic proportions is already formidable.
Consider, for example, the growing number of companies from
emerging markets that appear in the Fortune 500 rankings of the
world’s biggest firms. It now stands at 62, mostly from the BRIC
economies, up from 31 in 2003, and is set to rise rapidly. What is
more, if current trends persist, emerging-market companies will
account for one-third of the Fortune list within 10 years. Look also
6

at the recent sharp increase in the number of emerging-market

eﬃciency, and knowledge; to better meet customer needs; and to

companies acquiring established rich-world businesses and

preempt or counter competition.

brands, proof that “globalization” is no longer just another word
for “Americanization.” For instance, Budweiser, the maker of

Growth

America’s favorite beer, was bought by a Belgian-Brazilian

In many industries, markets in the developed countries are

conglomerate. And several of America’s leading financial

maturing at a rapid rate, limiting the rate of growth. Consider

institutions avoided bankruptcy only by being bailed out by the

household appliances: in the developed part of the world, most

sovereign-wealth funds (state-owned investment funds) of various

households have, or have access to, appliances such as stoves,

Arab kingdoms and the Chinese government. Another prominent

ovens, washing machines, dryers, and refrigerators. Industry

example of this seismic shift in global business is provided by

growth is therefore largely determined by population growth and

Lenovo, the Chinese computer maker. It became a global brand

product replacement. In developing markets, in contrast,

in 2005, when it paid around $1.75 billion for the personal-

household penetration rates for major appliances are still low

computer business of one of America’s best-known companies,

compared to Western standards, thereby oﬀering significant

IBM, including the ThinkPad laptop range. Lenovo had the right to

growth opportunities for manufacturers.

use the IBM brand for 5 years, but dropped it 2 years ahead of
schedule, such was its confidence in its own brand. It just
squeezed into 499th place in the Fortune 500, with worldwide
revenues of $16.8 billion last year and growth prospects many
Western companies envy. The conclusion is that this new phase
of “globality” is creating huge opportunities—as well as threats—
for developed-world multinationals and new champions from
developing countries alike.

Eﬃciency
A global presence automatically expands a company’s scale of
operations, giving it larger revenues and a larger asset base. A
larger scale can help create a competitive advantage if a
company undertakes the tough actions needed to convert scale
into economies of scale by (a) spreading fixed costs, (b) reducing
capital and operating costs, (c) pooling purchasing power, and (d)

Globalization drivers

creating critical mass in a significant portion of the value chain.

Gupta, Govindarajan, and Wang identify five “imperatives” that

associated with supply-side changes, such as increasing or

drive companies to become more global: to pursue growth,

decreasing the scale of production, economies of scope refer to

Whereas economies of scale primarily refer to eﬃciencies
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eﬃciencies typically associated with demand-side changes, such

systematic and routine mechanisms that will uncover

as increasing or decreasing the scope of marketing and

opportunities for knowledge transfer.

distribution by entering new markets or regions or by increasing
the range of products and services oﬀered. The economic value

Customer needs & preferences

of global scope can be substantial when serving global

When customers start to globalize, a firm has little choice but to

customers through providing coordinated services and the ability

follow and adapt its business model to accommodate them.

to leverage a company’s expanded market power.

Multinationals such as Coca-Cola, GE, and DuPont increasingly

Knowledge

insist that their suppliers—from raw material suppliers to
advertising agencies to personnel recruitment companies—

Foreign operations can be reservoirs of knowledge. Some locally

become more global in their approach and be prepared to serve

created knowledge is relevant across multiple countries, and, if

them whenever and wherever required. Individuals are no diﬀerent

leveraged eﬀectively, can yield significant strategic benefits to a

—global travelers insist on consistent worldwide service from

global enterprise, such as (a) faster product and process

airlines, hotel chains, credit card companies, television news, and

innovation, (b) lower cost of innovation, and (c) reduced risk of

others.

competitive preemption. For example, Fiat developed Palio—its
global car—in Brazil; Texas Instruments uses a collaborative

Competition

process between Indian and U.S. engineers to design its most

Just as the globalization of

advanced chips; and Procter & Gamble’s liquid Tide was

customers compels companies

developed as a joint eﬀort by U.S. employees (who had the

to consider globalizing their

technology to suspend dirt in water), the Japanese subsidiary

business model, so does the

(who had the cleaning agents), and the Brussels operations (who

globalization of one or more

had the agents that fight mineral salts found in hard water). Most

major competitors. A

companies tap only a fraction of the full potential in realizing the

competitor who globalizes

economic value inherent in transferring and leveraging knowledge

early may have a first-mover

across borders. Significant geographic, cultural, and linguistic

advantage in emerging markets, greater

distances often separate subsidiaries. The challenge is creating

opportunity to create economies of scale and scope, and an
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ability to cross-subsidize competitive battles, thereby posing a
greater threat in the home market.

Case Study: Chocolatiers Look to Asia
for Growth

The global beer market provides a good example of these forces
at work. Over the past decade, the beer industry has witnessed
significant consolidation, and this trend continued during 2008.
On a pro forma basis, beer sales by the top 10 players now total
approximately 65% of total global sales, compared to less than
40% at the start of the century.
In recent major developments, the division of Scottish and
Newcastle’s business between Carlsberg and Heineken was
completed during the first half of 2008, while InBev acquired
Anheuser-Busch in November 2008. SABMiller and Molson Coors
combined their operations in the United States and Puerto Rico
on July 1, 2008, to form the new MillerCoors brewing joint
venture.
Use the adjacent scrolling side bar to read a case study and learn
more about how the world’s chocolatiers have shifted their focus
towards Asia.
The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

Humans first cultivated a taste for chocolate 3,000 years ago,
but for India and China this is a more recent phenomenon.
Compared to the sweet-toothed Swiss and Brits, both of whom
devour about 24 lbs (11 kg) of chocolate per capita annually,
Indians consume a paltry 5.8 oz and the Chinese, a mere 3.5 oz
(165 g and 99 g, respectively).
Western chocolate makers hungry for growth markets are
banking on this to change. According to market researcher
Euromonitor International, in the past 5 years, the value of
chocolate confectionery sales in
China has nearly doubled, to $813.1 million, while sales in India
have increased 64%, to $393.8 million. That is a pittance
compared to the nearly $35-billion European chocolate market.
But while European chocolate sales are growing a mere 1% to
2% annually, sales in the two Asian nations show no sign of
slowing.
European chocolatiers are already making their mark in China.
The most aggressive is Swiss food giant Nestlé, which has more
than doubled its Chinese sales since 2001 to an estimated $91.5
million—still a relatively small amount. It is closing in on Mars,
the longtime market leader, whose sales rose 40% during the
same period to $96.7 million.
Green tea Kisses
Nestlé’s Kit Kat bar and other wafer-type chocolates are a big hit
with the Chinese, helping the Swiss company swipe market
share from Mars. Italy’s Ferrero is another up-and-comer. It has
boosted China sales nearly 79% since 2001, to $55.6 million,
drawing younger consumers with its Kinder chocolate line, while
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Section 2

Risks of Globalization
Even with the best planning, globalization carries substantial

those to which they are accustomed. According to Control Risks

risks. Many globalization strategies represent a considerable

Group, a London-based international business consultancy,

stretch of the company’s experience base, resources, and

multinational corporations are now active in more than 100

capabilities. The firm might target new markets, often in new—for

countries that are rated “medium” to “extreme” in terms of risk,

the company—cultural settings. It might seek new technologies,

and hundreds of billions are invested in countries rated “fairly” to

initiate new partnerships, or adopt market-share objectives that

“very” corrupt. To mitigate this risk, companies must understand

require earlier or greater commitments than current returns can

the specific nature of the relationship between corporate

justify. In the process, new and diﬀerent forms of competition

globalization and geopolitics, identify the various types of risk

can be encountered, and it could turn out that the economics

globalization exposes them to, and adopt strategies to enhance

model that got the company to its current position is no longer

their resilience.

applicable. Often, a more global posture implies exposure to
diﬀerent cyclical patterns, currency, and political risk. In addition,
there are substantial costs associated with coordinating global
operations. As a consequence, before deciding to enter a foreign
country or continent, companies should carefully analyze the
risks involved. In addition, companies should recognize that the
management style that proved successful on a domestic scale
might turn out to be ineﬀective in a global setting.

Such an understanding begins with the recognition that the role
of multinational corporations in the evolving global-geopolitical
landscape continues to change. The prevailing dogma of the
1990s held that free-market enterprise and a liberal economic
agenda would lead to more stable geopolitical relations. The
decline of interstate warfare during this period also provided a
geopolitical environment that enabled heavy consolidation
across industries, resulting in the emergence of “global players,”

Over the last 25 years, Western companies have expanded their

that is, conglomerates with worldwide reach. The economy was

activities into parts of the world that carry risks far greater than

paramount; corporations were almost unconstrained by political
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and social considerations. The greater international presence of

The eﬀect of these events and the associated political decisions

business and increasing geopolitical complexity also heightened

on energy, transportation, tourism, insurance, and other sectors

the exposure of companies to conflict and violence, however. As

demonstrates the massive consequences that crises, wars, and

they became larger, they became more obvious targets for attack

economic meltdowns, wherever and however they may take

and increasingly vulnerable because their strategies were based

place, can have on business.

on the assumption of fundamentally stable geopolitical relations.

Political risk assessment involves an evaluation of the stability of

In recent years, the term “global player” has acquired a new

a country’s current government and of its relationships with other

meaning, however. Previously a reference exclusively to an

countries. A high level of risk aﬀects ownership of physical assets

economic role, the term now describes a company that has,

and intellectual property and security of personnel, increasing the

however unwillingly, become a political actor as well. And, as a

potential for trouble. Analysts frequently divide political risk into

consequence, to remain a global player today, a firm must be able

two subcategories: global and country-specific risk. Global risk

to survive not only economic downturns but also geopolitical

aﬀects all of a company’s multinational operations, whereas

shocks. This requires understanding that risk has become an

country-specific risk relates to investments in a specific foreign

endemic reality of the globalization process—that is, no longer

country. We can distinguish between macro and micro political

simply the result of conflict in one country or another but

risk. Macro risk is concerned with how foreign investment in

something inherent in the globalized system itself.

general in a particular country is aﬀected. By reviewing the

Globalization risk can be of a political, legal, financial-economic,
or sociocultural nature. Political risk relates to politically induced
actions and policies initiated by a foreign government. Crises
such as the September 11, 2001, terrorist attacks in the United
States, the ongoing conflict in Iraq and Pakistan, instability in the
Korean peninsula, and the recent global financial crisis have
made geopolitical uncertainty a key component of formulating a
global strategy.

government’s past use of soft policy instruments, such as
blacklisting, indirect control of prices, or strikes in particular
industries, and hard policy tools, such as expropriation,
confiscation, nationalization, or compulsory local shareholding, a
company can be better prepared for potential future government
action. At the micro level, risk analysis is focused on a particular
company or group of companies. A weak balance sheet,
questionable accounting practices, or a regular breach of
contracts should give rise to concerns.
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Legal risk is risk that multinational companies encounter in the

Societal or cultural risk is associated with operating in a

legal arena in a particular country. Legal risk is often closely tied

diﬀerent sociocultural environment. For example, it might be

to political country risk. An assessment of legal risk requires

advisable to analyze specific ideologies; the relative importance

analyzing the foundations of a country’s legal system and

of ethnic, religious, and nationalistic movements; and the

determining whether the laws are properly enforced.

country’s ability to cope with changes that will, sooner or later, be

Legal risk analysis therefore involves becoming familiar with a
country’s enforcement agencies and their scope of operation. As
many companies have learned, numerous countries have written
laws protecting a multinational’s rights, but these laws are rarely

induced by foreign investment. Thus, elements such as the
standard of living, patriotism, religious factors, or the presence of
charismatic leaders can play a huge role in the evaluation of these
risks.

enforced. Entering such countries can expose a company to a

The section is provided by Saylor Academy's Fundamentals

host of risks, including the loss of intellectual property,

of Global Strategy.

technology, and trademarks.
Financial or economic risk in a foreign country is analogous to
operating and financial risk at home. The volatility of a country’s
macroeconomic performance and the country’s ability to meet its
financial obligations directly aﬀect performance. A nation’s
currency competitiveness and fluctuation are important indicators
of a country’s stability—both financial and political—and its
willingness to embrace changes and innovations. In addition,
financial risk assessment should consider such factors as how
well the economy is being managed, the level of the country’s
economic development, working conditions, infrastructure,
technological innovation, and the availability of natural and
human resources.
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Section 3

Stages of Globalization
When Chinese e-commerce giant Alibaba in 2018 announced it

we look back at its history. So, when did international trade start

had chosen the ancient city of Xi’an as the site for its new

and how did it lead to globalization?

regional headquarters, the symbolic value wasn’t lost on the
company: it had brought globalization to its ancient birthplace,

Silk roads (1st century BC-5th century AD, and 13th-14th

the start of the old Silk Road. It named its new oﬃces aptly: “Silk

centuries AD)

Road Headquarters”. The city where globalization had started

People have been trading goods for almost as long as they’ve

more than 2,000 years ago would also have a stake in
globalization’s future.
Alibaba shouldn’t be alone in looking back. As we are entering a
new, digital-driven era of globalization – we call it “Globalization
4.0”—it is worthwhile that we do the same. When did

been around. But as of the 1st century BC, a remarkable
phenomenon occurred. For the first time in history, luxury
products from China started to appear on the other edge of the
Eurasian continent – in Rome. They got there after being hauled
for thousands of miles along the Silk Road. Trade had stopped

globalization start? What were its major phases? And where is it

being a local or regional aﬀair and started to become global.

headed tomorrow?

That is not to say globalization had started in earnest. Silk was

This piece also caps our series on globalization. The series was

mostly a luxury good, and so were the spices that were added to

written ahead of the 2019 Annual Meeting of the World Economic
Forum in Davos, which focuses on “Globalization 4.0”. In
previous pieces, we looked at some winners and losers of
economic globalization, the environmental aspect of
globalization, cultural globalization and digital globalization. Now

the intercontinental trade between Asia and Europe. As a
percentage of the total economy, the value of these exports was
tiny, and many middlemen were involved to get the goods to
their destination. But global trade links were established, and for
those involved, it was a goldmine. From purchase price to final
sales price, the multiple went in the dozens. The Silk Road could

13
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prosper in part because two great empires dominated much of

islands in Indonesia. They were extremely expensive and in high

the route. If trade was interrupted, it was most often because of

demand, also in Europe. But as with silk, they remained a luxury

blockades by local enemies of Rome or China. If the Silk Road

product, and trade remained relatively low volume. Globalization

eventually closed, as it did after several centuries, the fall of the

still didn’t take oﬀ, but the original Belt (sea route) and Road (Silk

empires had everything to do with it. And when it reopened in

Road) of trade between East and West did now exist.

Marco Polo’s late medieval time, it was because the rise of a new
hegemonic empire: the Mongols. It is a pattern we’ll see

Age of Discovery (15th-18th centuries)

throughout the history of trade: it thrives when nations protect it,

Truly global trade kicked oﬀ in the Age of Discovery. It was in this

it falls when they don’t.

era, from the end of the 15th century onwards, that European

Spice routes (7th-15th centuries)

explorers connected East and West – and accidentally discovered
the Americas. Aided by the discoveries of the so-called “Scientific

The next chapter in trade happened thanks to Islamic merchants.

Revolution” in the fields of astronomy, mechanics, physics and

As the new religion spread in all directions from its Arabian

shipping, the Portuguese, Spanish and later the Dutch and the

heartland in the 7th century, so did trade. The founder of Islam,

English first “discovered”, then subjugated, and finally integrated

the prophet Mohammed, was famously a merchant, as was his

new lands in their economies.

wife Khadija. Trade was thus in the DNA of the new religion and
its followers, and that showed. By the early 9th century, Muslim
traders already dominated Mediterranean and Indian Ocean
trade; afterwards, they could be found as far east as Indonesia,
which over time became a Muslim-majority country, and as far
west as Moorish Spain.

The Age of Discovery rocked the world. The most (in) famous
“discovery” is that of America by Columbus, which all but ended
pre-Colombian civilizations. But the most consequential
exploration was the circumnavigation by Magellan: it opened the
door to the Spice islands, cutting out Arab and Italian middlemen.
While trade once again remained small compared to total GDP, it

The main focus of Islamic trade in those Middle Ages were

certainly altered people’s lives. Potatoes, tomatoes, coﬀee and

spices. Unlike silk, spices were traded mainly by sea since

chocolate were introduced in Europe, and the price of spices fell

ancient times. But by the medieval era they had become the true

steeply.

focus of international trade. Chief among them were the cloves,
nutmeg and mace from the fabled Spice islands—the Maluku
15

Yet economists today still don’t truly regard this era as one of true

the 18th century, Great Britain had started to dominate the world

globalization. Trade certainly started to become global, and it had

both geographically, through the establishment of the British

even been the main reason for starting the Age of Discovery. But

Empire, and technologically, with innovations like the steam

the resulting global economy was still very much siloed and

engine, the industrial weaving machine and more. It was the era

lopsided. The European empires set up global supply chains, but

of the First Industrial Revolution.

mostly with those colonies they owned. Moreover, their colonial
model was chiefly one of exploitation, including the shameful
legacy of the slave trade. The empires thus created both a
mercantilist and a colonial economy, but not a truly globalized
one.

The “British” Industrial Revolution made for a fantastic twin
engine of global trade. On the one hand, steamships and trains
could transport goods over thousands of miles, both within
countries and across countries. On the other hand, its
industrialization allowed Britain to make products that were in
demand all over the world, like iron, textiles and manufactured
goods. “With its advanced industrial technologies,” the BBC
recently wrote, looking back to the era, “Britain was able to attack
a huge and rapidly expanding international market.”
The resulting globalization was obvious in the numbers. For about
a century, trade grew on average 3% per year. That growth rate
propelled exports from a share of 6% of global GDP in the early
19th century, to 14% on the eve of World War I. As John Maynard
Keynes, the economist, observed: “The inhabitant of London
could order by telephone, sipping his morning tea in bed, the
various products of the whole Earth, in such quantity as he might
see fit, and reasonably expect their early delivery upon his

First wave of globalization (19th century-1914)

doorstep.”

This started to change with the first wave of globalization, which

And, Keynes also noted, a similar situation was also true in the

roughly occurred over the century ending in 1914. By the end of

world of investing. Those with the means in New York, Paris,
16

London or Berlin could also invest in internationally active joint

many workers in the industrialized nations also did not benefit

stock companies. One of those, the French Compagnie de Suez,

from globalization, their work commoditized by industrial

constructed the Suez Canal, connecting the Mediterranean with

machinery, or their output undercut by foreign imports.

the Indian Ocean and opened yet another artery of world trade.
Others built railways in India, or managed mines in African
colonies. Foreign direct investment, too, was globalizing.
While Britain was the country that benefited most from this
globalization, as it had the most capital and technology, others
did too, by exporting other goods. The invention of the
refrigerated cargo ship or “reefer ship” in the 1870s, for example,
allowed for countries like Argentina and Uruguay, to enter their
golden age. They started to mass export meat, from cattle grown
on their vast lands. Other countries, too, started to specialize their
production in those fields in which they were most competitive.
But the first wave of globalization and industrialization also
coincided with darker events, too. By the end of the 19th century,
the Khan Academy notes, “most [globalizing and industrialized]
European nations grabbed for a piece of Africa, and by 1900 the
only independent country left on the continent was Ethiopia”. In a
similarly negative vein, large countries like India, China, Mexico or
Japan, which were previously powers to reckon with, were not
either not able or not allowed to adapt to the industrial and global
trends. Either the Western powers put restraints on their

The World Wars
It was a situation that was bound to end in a major crisis, and it
did. In 1914, the outbreak of World War I brought an end to just
about everything the burgeoning high society of the West had
gotten so used to, including globalization. The ravage was
complete. Millions of soldiers died in battle, millions of civilians
died as collateral damage, war replaced trade, destruction
replaced construction, and countries closed their borders yet
again.
In the years between the world wars, the financial markets, which
were still connected in a global web, caused a further breakdown
of the global economy and its links. The Great Depression in the
US led to the end of the boom in South America, and a run on the
banks in many other parts of the world. Another world war
followed in 1939-1945. By the end of World War II, trade as a
percentage of world GDP had fallen to 5% – a level not seen in
more than a hundred years.
Second and third wave of globalization

independent development, or they were otherwise outcompeted

The story of globalization, however, was not over. The end of the

because of their lack of access to capital or technology. Finally,

World War II marked a new beginning for the global economy.
Under the leadership of a new hegemon, the United States of
17

America, and aided by the technologies of the Second Industrial

Then, when the wall dividing East and West fell in Germany, and

Revolution, like the car and the plane, global trade started to rise

the Soviet Union collapsed, globalization became an all-

once again. At first, this happened in two separate tracks, as the

conquering force. The newly created World Trade Organization

Iron Curtain divided the world into two spheres of influence. But

(WTO) encouraged nations all over the world to enter into free-

as of 1989, when the Iron Curtain fell, globalization became a

trade agreements, and most of them did, including many newly

truly global phenomenon.

independent ones. In 2001, even China, which for the better part

In the early decades after World War II, institutions like the
European Union, and other free trade vehicles championed by the
US were responsible for much of the increase in international
trade. In the Soviet Union, there was a similar increase in trade,

of the 20th century had been a secluded, agrarian economy,
became a member of the WTO, and started to manufacture for
the world. In this “new” world, the US set the tone and led the
way, but many others benefited in their slipstream.

albeit through centralized planning rather than the free market.

At the same time, a new technology from the Third Industrial

The eﬀect was profound. Worldwide, trade once again rose to

Revolution, the internet, connected people all over the world in an

1914 levels: in 1989, export once again counted for 14% of global

even more direct way. The orders Keynes could place by phone in

GDP. It was paired with a steep rise in middle-class incomes in

1914 could now be placed over the internet. Instead of having

the West.

them delivered in a few weeks, they would arrive at one’s
doorstep in a few days. What was more, the internet also allowed
for a further global integration of value chains. You could do R&D
in one country, sourcing in others, production in yet another, and
distribution all over the world.
The result has been a globalization on steroids. In the 2000s,
global exports reached a milestone, as they rose to about a
quarter of global GDP. Trade, the sum of imports and exports,
consequentially grew to about half of world GDP. In some
countries, like Singapore, Belgium, or others, trade is worth much
more than 100% of GDP. A majority of global population has
18

benefited from this: more people than ever before belong to the

enabled by artificial intelligence, but threatened by cross-border

global middle class, and hundreds of millions achieved that status

hacking and cyberattacks.

by participating in the global economy.

At the same time, a negative globalization is expanding too,
through the global eﬀect of climate change. Pollution in one part
of the world leads to extreme weather events in another. And the
cutting of forests in the few “green lungs” the world has left, like
the Amazon rainforest, has a further devastating eﬀect on not just
the world’s biodiversity, but its capacity to cope with hazardous
greenhouse gas emissions.
But as this new wave of globalization is reaching our shores,
many of the world’s people are turning their backs on it. In the
West particularly, many middle-class workers are fed up with a
political and economic system that resulted in economic
inequality, social instability, and – in some countries – mass
immigration, even if it also led to economic growth and cheaper
products. Protectionism, trade wars and immigration stops are
once again the order of the day in many countries.

Globalization 4.0

As a percentage of GDP, global exports have stalled and even

That brings us to today, when a new wave of globalization is once

started to go in reverse slightly. As a political ideology,

again upon us. In a world increasingly dominated by two global

“globalism”, or the idea that one should take a global perspective,

powers, the US and China, the new frontier of globalization is the

is on the wane. And internationally, the power that propelled the

cyber world. The digital economy, in its infancy during the third

world to its highest level of globalization ever, the United States,

wave of globalization, is now becoming a force to reckon with

is backing away from its role as policeman and trade champion of

through e-commerce, digital services, 3D printing. It is further

the world.
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It was in this world that Chinese president Xi Jinping addressed
the topic globalization in a speech in Davos in January 2017.
“Some blame economic globalization for the chaos in the
world,” he said. “It has now become the Pandora’s box in the
eyes of many.” But, he continued, “we came to the conclusion
that integration into the global economy is a historical trend. [It] is
the big ocean that you cannot escape from.” He went on the
propose a more inclusive globalization, and to rally nations to join
in China’s new project for international trade, “Belt and Road.”
It was in this world, too, that Alibaba a few months later opened
its Silk Road headquarters in Xi’an. It was meant as the logistical
backbone for the e-commerce giant along the new “Belt and
Road”, the Paper reported. But if the old Silk Road thrived on the
exports of luxurious silk by camel and donkey, the new Alibaba
Xi’an facility would be enabling a globalization of an entirely
diﬀerent kind. It would double up as a big data college for its
Alibaba Cloud services.
Technological progress, like globalization, is something you can’t
run away from, it seems. But it is ever changing. So how will
Globalization 4.0 evolve? We will have to answer that question in
the coming years.
The section is provided by Saylor Academy's Fundamentals
of Global Strategy.
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Chapter 2

Classifying
World
Economies
After reading this chapter, students will be able to:
• Describe indicators used to categorize countries
economically.
• Compare and contrast economic positions of
countries based on standards set by international
organizations.
• Assess a country’s stage of economic
development.

Section 1

World Economies
Experts debate exactly how to define the level of economic

Why does a country’s stage of development matter? Well, if

development of a country—which criteria to use and, therefore,

you’re selling high-end luxury items, for example, you’ll want to

which countries are truly developed. This debate crosses

focus on the per capita income of the local citizens. Can they

political, economic, and social arguments. The designations

aﬀord a $1,000 designer handbag, a luxury car, or cutting-edge,

"developed" and "developing" refers to the traditional Western

high-tech gadgets? If so, how many people can aﬀord these

economic model, intended for statistical convenience and do not

expensive items (i.e., how large is the domestic market)? For

necessarily express a judgment about the stage reached by a

example, in January 2011, the Financial Times quotes Jim

particular country.

O’Neill, a leading business economist, who states, “South Africa

In the 2016 edition of its World Development Indicators, the
World Bank made a decision to no longer distinguish between

currently accounts for 0.6 percent of world GDP. South Africa
can be successful, but it won’t be big.”

“developed” and “developing” countries in the presentation of its

Let’s look more closely at some of these globally standard

data. Nobody has ever agreed on a definition for these terms in

statistics and classifications that are commonly used to define

the first place, but for the purpose of this course we will place

the stage of a country’s development.

countries in three broad categories: Developed, emerging
markets, and developing countries. When evaluating a country, a
manager is assessing the country’s income and the purchasing
power of its people; the legal, regulatory, and commercial
infrastructure, including communication, transportation, and
energy; and the overall sophistication of the business
environment.

Gross domestic product
Gross domestic product (GDP) is the value of all the goods and
services produced by a country in a single year. Usually quoted
in US dollars, the number is an oﬃcial accounting of the
country’s output of goods and services. For example, if a country
has a large black, or underground, market for transactions, it will
22

not be included in the oﬃcial GDP. Emerging-market countries,

Purchasing power parity

such as India and Russia, historically have had large black-market
transactions for varying reasons, which often meant their GDP

To compare production and income across countries, we need to

was underestimated.

look at more than just GDP. Economists seek to adjust this

A company will want to know the income per person, which may
be a better indicator of the strength of the local economy and the
market opportunity for a new consumer product. GDP is often
quoted on a per person basis. Per capita GDP is simply the GDP
divided by the population of the country.
The per capita GDP can be misleading because actual costs in
each country diﬀer. As a result, more managers rely on the GDP
per person adjusted for purchasing power to understand how
much income local residents have. This number helps
professionals evaluate what consumers in the local market can
aﬀord.

number to reflect the diﬀerent costs of living in specific countries.
Purchasing power parity (PPP) is, in essence, an economic theory
that adjusts the exchange rate between countries to ensure that a
good is purchased for the same price in the same currency. For
example, a basic cup of coﬀee should cost the same in London
as in New York.
A nation’s GDP at purchasing power parity (PPP) exchange rates
is the sum value of all goods and services produced in the
country valued at prices prevailing in the United States. This is
the measure most economists prefer when looking at per-capita
welfare and when comparing living conditions or use of resources
across countries. The measure is diﬃcult to compute, as a US

Companies selling expensive goods and services may be less

dollar value has to be assigned to all goods and services in the

interested in economies with low per capita GDP. Surprisingly,

country regardless of whether these goods and services have a

some of the hottest emerging-market countries—China, India,

direct equivalent in the United States (for example, the value of an

Turkey, Brazil, South Africa, and Mexico—rank very low on the

ox-cart or non-US military equipment); as a result, PPP estimates

income per person charts. So, why are these markets so

for some countries are based on a small and sometimes diﬀerent

exciting? One reason might be that companies selling cheaper,

set of goods and services. In addition, many countries do not

daily-use items, such as soap, shampoos, and low-end

formally participate in the World Bank’s PPP project to calculate

cosmetics, have found success entering developing, but

these measures, so the resulting GDP estimates for these

promising, markets.

countries may lack precision. For many developing countries,
PPP-based GDP measures are multiples of the oﬃcial exchange
23

rate (OER) measure. The diﬀerences between the OER- and PPP-

statistics. While being conceptually identical, it is calculated

denominated GDP values for most of the wealthy industrialized

diﬀerently. In many emerging markets, such as Mexico, residents

countries are generally much smaller.

move to other countries where they can earn a better living. They

In some countries, like Germany, the United Kingdom, or Japan,
the cost of living is quite high and the per capita GDP (nominal) is
higher than the GDP adjusted for purchasing power. Conversely,
in countries like Mexico, Brazil, China, and India, the per capita
GDP adjusted for purchasing power is higher than the nominal
per capita GDP, implying that local consumers in each country
can aﬀord more with their incomes.

Gross national income
The gross national income (GNI) is the total domestic and foreign
output claimed by residents of a country, consisting of gross
domestic product (GDP), plus factor incomes earned by foreign
residents, minus income earned in the domestic economy by
nonresidents. GNI measures income earned, including that from
investments, which flows back into the country. Gross national
product includes the earnings from all assets owned by residents.

send lots of money back to their families in their home county.
This income is large enough to drive economic growth. It’s
counted in GNI and GNP, though not in GDP. As a result,
comparisons of GDP by country will understate the size of these
countries’ economies. Tap here to see the full list of countries by
GNI per capita.
The World Bank classifies countries into four income groups.
These are set each year on July 1. Economies were divided
according to 2019 GNI per capita using the following ranges of
income:
• Low income countries had GNI per capita of US $1,025 or less.
• Lower middle income countries had GNI per capita between US
$1,026 and US $3,995.
• Upper middle income countries had GNI per capita between US
$3.996 and US $12,375.

It even includes those that doesn't flow back into the country. It
then omits the earnings of all foreigners living in the country, even
if they spend it within the country. GNP only reports how much is
earned by the country’s citizens and businesses, no matter where
it is spent in the world. The gross national income has gradually
replaced the gross national product (GNP) in international

• High income countries had GNI per capita above US $12,375.

Human development index
GDP and purchasing power provide indications of a country’s
level of economic development by using an income-focused
24

statistic. However, in recent years, economists and business

whether people are able to "be" and "do" desirable things in their

analysts have focused on indicators that measure whether

life.

people’s needs are satisfied and whether the needs are equally
met across the local population. One such indication is the
human development index (HDI), which measures people’s
satisfaction in three key areas—long and healthy life in terms of
life expectancy; access to quality education equally; and a
decent, livable standard of living in the form of income.

While the HDI is not a complete indicator of a country’s level of
development, it does help provide a more comprehensive picture
than just looking at the GDP. The HDI, for example, does not
reflect political participation or gender inequalities. The HDI and
the other composite indices can only oﬀer a broad proxy on some
of the key the issues of human development, gender disparity,

Since 1990, the United Nations Development Program (UNDP)

and human poverty. Measures such as the HDI and its

has produced an annual report listing the HDI for countries. The

components allow global managers to more accurately gauge the

HDI is a summary composite index that measures a country’s

local market.

average achievements in three basic aspects of human
development: health, knowledge, and a decent standard of living.
Health is measured by life expectancy at birth; knowledge is

The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

measured by a combination of the adult literacy rate and the
combined primary, secondary, and tertiary gross enrollment ratio;
and standard of living by (income as measured by) GDP per
capita (PPP US$).
Very high Human Development Index (HDI), The HDI coeﬃcient
combines life expectancy, education and per capita income
indicators to rank countries into four tiers of human development.
A country scores higher HDI when the lifespan is higher, the
education level is higher, the GDP per capita is higher, the fertility
rate is lower, and the inflation rate is lower. It is framed in terms of
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Section 2

Why Does All This Matter to Global Business?
So, the richest countries—like Liechtenstein, Qatar, and

In essence, developed economies, also known as advanced

Luxembourg—may not always have big local markets or, in

economies, are characterized as postindustrial countries—

contrast, the poorest countries may have the largest local market

typically with a high per capita income, competitive industries,

as determined by the size of the local population. Savvy

transparent legal and regulatory environments, and well-

business managers need to compare and contrast a number of

developed commercial infrastructure. Developed countries also

diﬀerent classifications, statistics, and indicators before they can

tend to have high human development index (HDI) rankings—

interpret the strength, depth, and extent of a local market

long life expectancies, high-quality health care, equal access to

opportunity for their particular industry and company. Remember

education, and high incomes. In addition, these countries often

that the goal of any successful businessperson is to monitor the

have democratically elected governments.

changing markets and spot opportunities and trends ahead of
his or her peers.

The developed world

In general, the developed world encompasses Canada, the
United States, Western Europe, Japan, South Korea, Australia,
and New Zealand. While these economies have moved from a
manufacturing focus to a service orientation, they still have a

Many people are quick to focus on the developing economies

solid manufacturing base. However, just because an economy is

and emerging markets as oﬀering the brightest growth

developed doesn’t mean that it’s among the largest economies.

prospects. And indeed, this is often the case. However, you

And, conversely, some of the world’s largest economies—while

shouldn’t overlook the developed economies; they too can oﬀer

growing rapidly—don’t have competitive industries or

growth opportunities, depending on the specific product or

transparent legal and regulatory environments. The infrastructure

service. The key is to understand what developed economies are

in these countries, while improving, isn’t yet consistent or

and to determine their suitability for a company’s strategy.

substantial enough to handle the full base of business and
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consumer demand. To summarize, developed countries have a
highly developed economy and advanced technological
infrastructure relative to other less industrialized nations. They
have post-industrial economies, meaning that the service sector
provides more wealth than the industrial sector. They are
contrasted with emerging market countries, which are in the
process of industrialization, or developing countries, which are
pre-industrial and almost entirely agrarian.

Developed countries economic criteria
Use the following image gallery to scrutinize two maps of (1) the
developed world and (2) newly industrialized nations. Then, read
the following three facets required for developed countries
economic criteria:

Gallery 2.1 Maps of the Developed World & Newly
Industrialized Nations

As of 2015, advanced economies comprise 60.8% of global GDP
based on nominal values and 42.9% of global GDP based on
purchasing-power parity (PPP) according to the International
Monetary Fund. In 2015, the ten largest advanced economies by
GDP in both nominal and PPP terms were Australia, Canada,
France, Germany, Italy, Japan, South Korea, Spain, the United
Kingdom, and the United States.
Use the scrolling side bar below to learn more about the service
sector:

Economic Sectors
The service sector refers to people interacting with people and
serving the customer rather than transforming a physical product.
It also refers to the production of information, transport,
distribution, and sale of goods, including intangible goods that
include attention, advice, access, experience, and discussion
(e.g., entertainment, government, telecommunications, hospitality/
tourism, mass media, healthcare, information technology,
consulting, retail sales, education, real state). The industrial sector
refers to manufacturing physical products (cars, clothing,

Map of the developed world

1. High per capita income; high gross domestic product (GDP):
High Gross national Product (GNP); High purchasing power
parity (PPP).
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2. Post-industrialization; High standard of living and widespread

recent improvements in the average standard of living, certain

infrastructure and institutional presence (roads, transportation,

economies are generally included. India and China (specifically

communications, etc.)

Hong Kong) are often included, along with Singapore, Taiwan and

3. Very high Human Development Index (HDI), The HDI coeﬃcient
combines life expectancy, education and per capita income

Turkey. Others may include Brazil, Mexico, South Africa and
Thailand.

indicators to rank countries into four tiers of human

A newer term to describe economies that are yet developed but

development. A country scores higher HDI when the lifespan is

in the process of doing so is “emerging market.” It can be defined

higher, the education level is higher, the GDP per capita is

as a society with increasing economic freedom, gradual

higher, the fertility rate is lower, and the inflation rate is lower. It

integration within the global marketplace, an expanding middle

is framed in terms of whether people are able to “be” and “do”

class, improving standards of living and social stability and

desirable things in their life. Here is the list for 2018.

tolerance, as well as an increase in cooperation with multilateral

Newly industrialized countries

institutions. The latest emerging market group is BRICS,
composed of Brazil, Russia, China, India, and South Africa.

Newly industrialized countries (NICs) are those whose economies
have not yet reached a developed country's status but have, in a
macroeconomic sense, outpaced their developing counterparts.
Another characterization of NICs is that of countries undergoing
rapid economic growth (usually export-oriented). These countries
have moved away from an agriculture-based economy and into a
more industrialized, urban economy. In many NICs, social
upheaval can occur as rural, or agricultural, populations migrate
to the cities, where the growth of manufacturing concerns and
factories can draw many thousands of laborers. Since there is no
exact qualification to be counted as a NIC, the subject may be
open to some debate. Based on economies shifting some
agricultural development toward more industrial pursuits, and
28

Emerging markets are characterized by institutional voids. An

colonialism, rebellions, and major social transformations; and Koç

institutional void refers to the absence of key specialized

Holding, founded in 1926, survived numerous national and

intermediaries found in the markets of finance, managerial talent,

regional crises to maintain its foothold as Turkey’s leading

and products, which otherwise reduce transaction costs. In

business group.

those markets, banks cannot always ensure access to credit;
courts cannot guarantee the enforcement of intellectual property
rights; auditors cannot reliably certify a firm’s financial operations.
As a result, the demands, constraints, and challenges facing firms
in emerging markets are diﬀerent than those facing their
counterparts in mature markets.
To survive and thrive over time, firms operating in these markets
must respond to unpredictable shocks―political instability,
violence, macroeconomic fluctuations, and even war―without the
benefit of specialized intermediaries that can analyze market
information, facilitate transactions, and provide signals of
credibility. Doing so can be diﬃcult and failure rates are high; for
instance, emerging market banks had an estimated failure rate of
25 percent over a seven year period in the 1990s. Nonetheless,
emerging markets are rife with examples of firms and business
groups that have survived over decades, generations, and even
centuries.
For example, Grupo Bimbo, founded in Mexico in the 1940s,
endured national and international turbulence to emerge as one of
the world’s largest bakeries; Tata Group was founded in 1868 and
developed into a leading Indian business group despite facing

These opinions and analyses by diﬀerent economists are
highlighted in this chapter to illustrate that the category of
emerging markets is complex, evolving, and subject to wide
interpretation. So how then do savvy global professionals sort
through all of this information? Managers focus on the criteria for
emerging markets in an eﬀort to take advantage of newly
emerging ones.
While there are diﬀering opinions on which countries are
emerging, it’s clear that global businesses are focused on the
groups of countries oﬀering strong domestic markets. Many of
these emerging-market countries are also home to companies
that are taking advantage of the improved business conditions
there. These companies are becoming world-class global
competitors in their industries. Regardless of which definition or
classification is used, the largest emerging markets remain
lucrative, promising but perilous.
The table on the following page shows specialized intermediaries
within a country with examples of specialized intermediaries for
diﬀerent institutions. If an institution lacks these specialized
intermediaries, there is an institutional void.
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Figure 2.1
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Three strategies for handling institutional voids

financial reporting and auditing standards across the country,
thus bringing a dramatic improvement to the local market. Finally,

When a firm detects an institutional void, it has three choices for

the firm can choose the strategy of staying away from a market

how to proceed in regard to the potential target market: (1) adapt

with institutional voids. For example, The Home Depot’s value

its business model, (2) change the institutional context, or (3) stay

proposition (i.e., low prices, great service, and good quality)

away.

requires institutions like reliable transportation networks (to

For example, when McDonald’s tried to enter the Russian market,
it found an institutional void: a lack of local suppliers to provide
the food products it needs. Rather than abandoning market entry,
McDonald’s decided to adapt its business model. Instead of
outsourcing supply-chain operations like it does in the United
States, McDonald’s worked with a joint-venture partner to fill the

minimize inventory costs) and the practice of employee stock
ownership (which motivates workers to provide great service).
The Home Depot has decided to avoid countries with weak
logistics systems and poorly developed capital markets because
the company would not be able to attain the low cost–great
service combination that is its hallmark.

voids. It imported cattle from Holland and russet potatoes from
the United States, brought in agricultural specialists from Canada
and Europe to improve Russian farmers’ management practices,
and lent money to farmers so that they could invest in better
seeds and equipment. As a result of establishing its own supplychain and management systems, McDonald’s controlled 80
percent of the Russian fast-food market by 2010. The process,
however, took fifteen years and $250 million in investments. An
example of the second approach to dealing with an institutional
void—changing the institutional context—is that used by the “Big
Four” audit firms (i.e., Ernst & Young, KPMG, Deloitte Touche

Map of developing countries

Tohmatsu, and PricewaterhouseCoopers) when they entered
Brazil. At the time, Brazil had a fledgling audit services market.
When the four firms set up branches in Brazil, they raised

The section is provided by Saylor Academy's Fundamentals
of Global Strategy.
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Chapter 3

Globalization
& National
Culture
After reading this chapter, students will be able to:
• Understand the views espoused by Thomas
Friedman on globalization as the world is getting
flatter, faster and deeper.
• Understand the views espoused by Pankaj
Ghemawat on semi-globalization.
• Compare and contrast the United States of America
to any country in terms of the CAGE analysis.
• Comprehend cross-cultural research incorporating
anthropology, sociology, psychology and
communications. Be able to analyze national
cultures based on cultural determinants.

Section 1

Flat World vs. Multidomestic World
In today’s global economy, everyone is accustomed to buying

practically every country reflects the fact that some consumer

goods from other countries—electronics from Taiwan, vegetables

tastes are converging, though at the likely expense of local

from Mexico, clothing from China, cars from Korea, and skirts

beverages and foods. Remember, globalization refers to the shift

from India. Most modern shoppers take the “Made in a foreign

toward a more interdependent and integrated global economy.

country” stickers on their products for granted. Long distance

This shift is fueled largely by (1) declining trade and investment

commerce wasn’t always this common, although foreign trade—

barriers and (2) new technologies, such as the Internet. The

the movement of goods from one geographic region to another

globalization debate surrounds whether and how fast markets

—has been a key factor in human aﬀairs since prehistoric times.

are actually merging together.

Thousands of years ago, merchants transported only the most
precious items—silk, gold and other precious metals and jewels,
spices, porcelains, and medicines—via ancient, extended land
and sea trade routes, including the famed Silk Road through
central Asia. Moving goods great distances was simply too hard
and costly to waste the eﬀort on ordinary products, although
people often carted grain and other foods over shorter distances
from farms to market towns. What is the globalization debate?
Well, it’s not so much a debate as it is a stark diﬀerence of
opinion on how the internationalization of businesses is aﬀecting
countries’ cultural, consumer, and national identities—and
whether these changes are desirable. For instance, the ubiquity
of such food purveyors as Coca-Cola and McDonald’s in

We live in a flat world
The flat-world view is largely
credited to Thomas Friedman
and his 2005 best seller, The
World Is Flat. Although the
next section provides you with
an alternative way of thinking
about the world (a multidomestic view), it is
nonetheless important to
understand the flat-world
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perspective. Friedman covers the world for The New York Times,

subsequent advances in sea and rail transportation. This period

and his access to important local authorities, corporate

saw the introduction of modern communications and cheaper

executives, local Times bureaus and researchers, the Internet,

shipping costs. The world shrunk from size medium to small.

and a voice recorder enabled him to compile a huge amount of

Globalization took place thru companies. The images show paper

information. Many people consider globalization a modern

and coin money issued by the great VOC Dutch company.

phenomenon, but according to Friedman, this is its third stage.
The first stage of global development, what Friedman calls
“Globalization 1.0,” started with Columbus’s discovery of the New
World and ran from 1492 to about 1800. Driven by nationalism
and religion, this lengthy stage was characterized by how much
industrial power countries could produce and apply. Nations
dominated global expansion. The world shrunk from size large to
medium. Globalization took place thru countries.
“Globalization 2.0,” from about 1800 to 2000, was disrupted by
the Great Depression and both World Wars and was largely

“Globalization 3.0” began around 2000, with advances in global
electronic interconnectivity that allowed individuals to
communicate as never before. In Globalization 1.0, nations
dominated global expansion. Globalization 2.0 was driven by the
ascension of multinational companies, which pushed global
development. In Globalization 3.0, major software advances have
allowed an unprecedented number of people worldwide to work

Ten Major Events Leading to the World
Becoming Flat

shaped by the emerging power of huge, multinational
corporations. Globalization 2.0 grew t grew with the European
trading
companies (i.e.,
Dutch East IndiaVOC, British East
India Co.) as they
expanded in
search of new
markets, cheap
labor, and raw
materials. It
continued with

1. 11/9/89: When the walls came down and the windows
went up. The fall of the Berlin Wall ended old-style
communism and planned economies. Capitalism
ascended.
2. 8/9/95: When Netscape went public. Internet browsing and
e-mail helped propel the Internet by making it
commercially viable and user friendly.
3. Work-flow software: Let’s do lunch. Have your application
talk to my application. With more powerful, easier-to-use
software and improved connectivity, more people can
share work. Thus, complex projects with more
interdependent parts can be worked on collaboratively
from anywhere.
4. Open-sourcing: Self-organizing, collaborative
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together with unlimited potential. The world shrunk from size

the contract. In such situations, the line between the exploited

small to tiny. Globalization took place thru people.

and the exploiter becomes blurred.

How the world got flat

Corporate nationality is also blurring. Hewlett-Packard (HP) is

Friedman identifies ten major events that helped reshape the
modern world and make it flat. Use the following scrolling side
bar to see learn more about each of the ten events:
These ten factors had powerful roles in making the world smaller,
but each worked in isolation until, Freidman writes, the
convergence of three more powerful forces: (1) new software and
increased public familiarity with the Internet, (2) the incorporation
of that knowledge into business and personal communication,
and (3) the market influx of billions of people from Asia and the
former Soviet Union who want to become more prosperous—fast.
Converging, these factors generated their own critical mass.
The benefits of each event became greater as it merged with
another event. Increased global collaboration by talented people
without regard to geographic boundaries, language, or time zones
created opportunity for billions of people. Political allegiances are
also shifting. While critics say outsourcing costs US jobs, it can
also work the other way. When the state of Indiana bid for a new
contract to overhaul its employment claims processing system, a
computer firm in India won. The company’s bid would have saved

based in California, but it has employees in 178 countries. HP
manufactures parts wherever it’s cheapest to do so.
Multinationals like HP do what’s best for them, not what’s best for
their home countries. This leads to critical issues about job loss
versus the benefits of globalization.
Since the world’s flattening can’t be stopped, new workers and
those facing dislocation should refine their skills and capitalize on
new opportunities. One key is to become an expert in a job that
can’t be delegated oﬀshore. This ranges from local barbers and
plumbers to professionals such as surgeons and specialized
lawyers.
In his latest updates to his book, Thomas Friedman asserts that
the world is not only getting flatter, but smarter, faster and deeper.
Around 2007, another set of technologies enabled us to do a
huge number of complex tasks with one touch. Furthermore,
complexity became fast, easy to use, virtually free and invisible.
He argues that the next wave will come from artificial intelligence
and robotics as well as integrating psychographic and genomic
data into wearable devices.

Indiana $8 million, but local political forces made the state cancel
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We live in a multidomestic world, not a flat one!

levels of trust, tolerance, respect for entrepreneurship and social
networks, or other country-specific qualities.

International business
professor Pankaj
Ghemawat takes strong
issue with the view that
the world is flat and
instead espouses a world
he characterizes as
“semiglobalized” and
“multidomestic.” If the
world were flat,
international business and global strategy would be easy.
According to Ghemawat, it would be domestic strategy applied to
a bigger market. In the semiglobalized world, however, global
strategy begins with noticing national diﬀerences.
CAGE anaylsis

Some products have a strong national identification, such as the
Harley Davidson motorcycles in the US. Conversely, genetically
modified foods (GMOs) are commonly accepted in North America
but highly disdained in Western Europe. Such cultural distance for
GMOs would make it easier to sell GMO corn in the United States
but impossible to sell in Germany. Some diﬀerences are
surprisingly specific (such as the Chinese dislike of dark
beverages, which Coca-Cola marketers discovered too late). A
country’s culture shapes how people interact with each other and
with organizations. Diﬀerences in religious beliefs, race, social
norms, and language can quickly become barriers, that is, “create
distance.”
The influence of some of these attributes is obvious. A common
language, for example, makes trade much easier and therefore
more likely. The impact of other attributes is much more subtle,

Ghemawat’s research suggests that to study “barriers to cross-

however. Social norms—the set of unspoken principles that

border economic activity” you will use a “CAGE” analysis. The

strongly guides everyday behavior—are mostly invisible.

CAGE framework covers these four factors:

Japanese and European consumers, for example, prefer smaller

1. Culture: Generally, cultural diﬀerences between two countries
reduce their economic exchange. Culture refers to a people’s
norms, common beliefs, and practices. Cultural distance refers to
diﬀerences based in language, norms, national or ethnic identity,

automobiles and household appliances than Americans, reflecting
a social norm that highly values space. The food industry must
concern itself with religious attributes—for example, Hindus do
not eat beef because it is expressly forbidden by their religion.
Thus, cultural distance shapes preference and, ultimately, choice.
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The topic of culture will be further studied in BUS 408. For now

land border, and linguistic ties, their long-standing mutual hostility

we will look at culture from the analyses of Richard Lewis and Erin

has reduced oﬃcial trade to almost nothing.

Meyer. See Appendix A.

Countries can also create administrative and political distance

2. Administration: Bilateral trade flows show that administratively

through unilateral measures. Indeed, policies of individual

similar countries trade much more with each other. Administrative

governments pose the most common barriers to cross-border

distance refers to historical governmental ties, such as those

competition. In some cases, the diﬃculties arise in a company’s

between India and the United Kingdom. This makes sense; they

home country. For companies from the United States, for

have the same sorts of laws, regulations, institutions, and

instance, domestic prohibitions on bribery and the prescription of

policies. Membership in the same trading block is also a key

health, safety, and environmental policies have a dampening

similarity. Conversely, the greater the administrative diﬀerences

eﬀect on their international businesses. More commonly, though,

between nations, the more diﬃcult the trading relationship—

it is the target country’s government that raises barriers to foreign

whether at the national or corporate level. It can also refer simply

competition: tariﬀs, trade quotas, restrictions on foreign direct

to the level and nature of government involvement in one industry

investment, and preferences for domestic competitors in the form

versus another. Farming, for instance, is subsidized in many

of subsidies and favoritism in regulation and procurement.

countries, and this creates similar conditions.

3. Geography: This is perhaps the most obvious diﬀerence

Administrative or political distance is created by diﬀerences in

between countries. You can see that the market for a product in

governmental laws, policies, and institutions, including

Los Angeles is separated from the market for that same product

international relationships between countries, treaties, and

in Singapore by thousands of miles. Generally, as distance goes

membership in international organizations. The greater the

up, trade goes down, since distance usually increases the cost of

distance, the less likely it is that extensive trade relations develop.

transportation. Geographic diﬀerences also include time zones,

This explains the advantage that shared historical colonial ties,

access to ocean ports, shared borders, topography, and climate.

membership in the same regional trading bloc, and use of a

You may recall from the opening case that even Google was

common currency can confer. The integration of the European

aﬀected by geographic distance when it felt the speed of the

Union over the last half-century is probably the best example of

Internet connection to Google.com was slowed down because

deliberate eﬀorts to reduce administrative distance among trading

the Chinese were accessing server farms in other countries, as

partners. Bad relationships can increase administrative distance,

none were set up in China (prior to the setup of Google.cn).

however. Although India and Pakistan share a colonial past, a
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Geographic distance is about more than simply how far away a

value, cheap natural resources, transportation networks,

country is in miles. Other geographic attributes include the

communication infrastructure, and access to capital. Each of

physical size of the country, average within-country distances to

these CAGE dimensions shares the common notion of distance.

borders, access to waterways and the ocean, topography, and a

CAGE diﬀerences are likely to matter most when the CAGE

country’s transportation and communications infrastructure.

distance is great. That is, when CAGE diﬀerences are small, there

Geographic attributes most directly influence transportation costs

will likely be a greater opportunity to see business being

and are therefore particularly relevant to businesses with low

conducted across borders. A CAGE analysis also requires

value-to-weight or bulk ratios, such as steel and cement.

examining an organization’s particular industry and products in

Likewise, costs for transporting fragile or perishable products

each of these areas. When looking at culture, consider how

become significant across large distances. Intangible goods and

culturally sensitive the products are. When looking at

services are aﬀected by geographic distance as well, as cross-

administration, consider whether other countries coddle certain

border equity flows between two countries fall oﬀ significantly as

industries or support “national champions.” When looking at

the geographic distance between them rises. This is a direct

geography, consider whether products will survive in a diﬀerent

result of diﬀerences in information infrastructure, including

climate. When looking at economics, consider such issues as the

telephone, Internet, and banking services.

eﬀect of per capita income on demand.

4. Economics: Economic distance refers to diﬀerences in

Disposable income is the most important economic attribute that

demographic and socioeconomic conditions. The most obvious

creates distance between countries. Rich countries engage in

economic diﬀerence between countries is size (as compared by

proportionately higher levels of cross-border economic activity

gross domestic product, or GDP). Another is per capita income.

than poorer ones.

This distance is likely to have the greatest eﬀect when (1) the
nature of demand varies with income level, (2) economies of scale
are limited, (3) cost diﬀerences are significant, (4) the distribution
or business systems are diﬀerent, or (5) organizations have to be
highly responsive to their customers’ concerns. Disassembling a
company’s economy reveals other diﬀerences, such as labor
costs, capital costs, human capital (e.g., education or skills), land

The greater the economic distance between a company’s home
country and the host country, the greater the likelihood that it
must make significant adaptations to its business model. WalMart in India, for instance, would be a very diﬀerent business
from Wal-Mart in the United States. But Wal-Mart in Canada is
virtually a carbon copy of the U.S. Wal-Mart. An exception to the
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distance rule is provided by industries in which competitive

An example of the CAGE analysis between China, the U.S., &

advantage is derived from economic arbitrage, that is, the

India

exploitation of cost and price diﬀerentials between markets.
Companies in industries whose major cost components vary
widely across countries, like the garment and footwear industries,
where labor costs are important, are particularly likely to target

On the following four pages, please review the tables illustrating
examples of the CAGE analysis between China, the U.S., and
India.

countries with diﬀerent economic profiles for investment or trade.
Whether or not they expand abroad for purposes of replication or
arbitrage, all companies find that major disparities in supply
chains and distribution channels are significant barriers to
business. This suggests that focusing on a limited number of
geographies may prove advantageous because of reduced
operational complexity.
This is evident in the home-appliance business, for instance,
where companies—like Maytag—that concentrate on a limited
number of geographies produce far better returns for investors
than companies like Electrolux and Whirlpool, whose geographic
spread has come at the expense of simplicity and profitability.
The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

39

Figure 3.1
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Figure 3.2
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Figure 3.3
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Figure 3.4
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Section 2

National Culture
Culture is really the collective programming of our minds from

people we encounter. We reorient our mind-set, but we don’t

birth. It’s this collective programming that distinguishes one

necessarily change it.

group of people from another. Much of the problem in any crosscultural interaction stems from our expectations. The challenge is
that whenever we deal with people from another culture—
whether in our own country or globally—we expect people to
behave as we do and for the same reasons. Culture awareness
most commonly refers to understanding another culture’s values
and perspective. This does not mean automatic acceptance; it
simply means understanding another culture’s mind-set and how

There are a number of factors that constitute a culture—
manners, mind-set, rituals, laws, ideas, and language, to name a
few. To truly understand culture, you need to go beyond the lists
of dos and don’ts, although those are important too. You need to
understand what makes people tick and how, as a group, they
have been influenced over time by historical, political, and social
issues. Understanding the “why” behind culture is essential.

its history, economy, and society have impacted what people

When trying to understand how cultures evolve, we look at the

think. Understanding so you can properly interpret someone’s

factors that help determine cultures and their values. In general,

words and actions means you can eﬀectively interact with them.

a value is defined as something that we prefer over something

When talking about culture, it’s important to understand that
there really are no rights or wrongs. People’s value systems and
reasoning are based on the teachings and experiences of their
culture. Rights and wrongs then really become

else—whether it’s a behavior or a tangible item. Values are
usually acquired early in life and are often nonrational—although
we may believe that ours are actually quite rational. Our values
are the key building blocks of our cultural orientation.

perceptions. Cross-cultural understanding requires that we

Odds are that each of us has been raised with a considerably

reorient our mind-set and, most importantly, our expectations, in

diﬀerent set of values from those of our colleagues and

order to interpret the gestures, attitudes, and statements of the

counterparts around the world.
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Exposure to a new culture may take all you’ve ever learned about

Understanding what we mean by culture and what the

what’s good and bad, just and unjust, and beautiful and ugly and

components of culture are will help us better interpret the impact

stand it on its head.

on business at both the macro and micro levels. Confucius had

Human nature is such that we see the world through our own
cultural shades. Tucked in between the lines of our cultural laws
is an unconscious bias that inhibits us from viewing other cultures

this to say about cultural crossings: “Human beings draw close to
one another by their common nature, but habits and customs
keep them apart.”

objectively. Our judgments of people from other cultures will

The section is provided by Saylor Academy's Fundamentals

always be colored by the frame of reference we’ve been taught.

of Global Strategy.

As we look at our own habits and perceptions, we need to think
about the experiences that have blended together to impact our

The study of cross-cultural analysis incorporates the fields of

cultural frame of reference.

anthropology, sociology, psychology, and communication. The

In coming to terms with cultural diﬀerences, we tend to employ

evolving field; it’s not a static understanding but changes as the

generalizations. This isn’t necessarily bad. Generalizations can

world changes. Within cross-cultural analysis, two names

save us from sinking into what may be abstruse, esoteric aspects

dominate our understanding of culture—Geert Hofstede and

of a culture. However, recognize that cultures and values are not

Edward T. Hall. Although new ideas are continually presented,

static entities. They’re constantly evolving—merging, interacting,

Hofstede remains the leading thinker on how we see cultures.

drawing apart, and reforming. Around the world, values and
cultures are evolving from generation to generation as people are
influenced by things outside their culture. In modern times, media
and technology have probably single-handedly impacted cultures
the most in the shortest time period—giving people around the
world instant glimpses into other cultures, for better or for worse.
Recognizing this fluidity will help you avoid getting caught in
outdated generalizations. It will also enable you to interpret local
cues and customs and to better understand local cultures.

combination of cross-cultural analysis and business is a new and

This section will review both the thinkers and the main
components of how they define culture and the impact on
communications and business. At first glance, it may seem
irrelevant to daily business management to learn about these
approaches. In reality, despite the evolution of cultures, these
methods provide a comprehensive and enduring understanding
of the key factors that shape a culture, which in turn impact every
aspect of doing business globally. Additionally, these methods
enable us to compare and contrast cultures more objectively. By
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understanding the key researchers, you’ll be able to formulate

dimensions that analyze and interpret the behaviors, values, and

your own analysis of the diﬀerent cultures and the impact on

attitudes of a national culture:

international business.

Hofstede & values
Geert Hofstede, sometimes called the father of modern cross-

1. Power distance
2. Individualism
3. Masculinity

cultural science and thinking, is a social psychologist who
focused on a comparison of nations using a statistical analysis of
two unique databases. The first and largest database composed
of answers that matched employee samples from forty diﬀerent
countries to the same survey questions focused on attitudes and
beliefs. The second consisted of answers to some of the same
questions by Hofstede’s executive students who came from
fifteen countries and from a variety of companies and industries.
He developed a framework for understanding the systematic
diﬀerences between nations in these two databases. This
framework focused on value dimensions. Values, in this case,
are broad preferences for one state of aﬀairs over others, and
they are mostly unconscious.
Most of us understand that values are our own culture’s or
society’s ideas about what is good, bad, acceptable, or
unacceptable. Hofstede developed a framework for
understanding how these values underlie organizational behavior.
Through his database research, he identified five key value

4. Uncertainty avoidance (UA)
5. Long-term orientation
Power distance
Power distance refers to how openly a society or culture accepts
or does not accept diﬀerences between people, as in hierarchies
in the workplace, in politics, and so on. For example, high power
distance cultures openly accept that a boss is “higher” and as
such deserves a more formal respect and authority. Examples of
these cultures include Japan, Mexico, and the Philippines. In
Japan or Mexico, the senior person is almost a father figure and
is automatically given respect and usually loyalty without
questions.
In Southern Europe, Latin America, and much of Asia, power is an
integral part of the social equation. People tend to accept
relationships of servitude. An individual’s status, age, and
seniority command respect—they’re what make it all right for the
lower-ranked person to take orders. Subordinates expect to be
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told what to do and won’t take initiative or speak their minds
unless a manager explicitly asks for their opinion.
At the other end of the spectrum are low power distance cultures,
in which superiors and subordinates are more likely to see each
other as equal in power. Countries found at this end of the
spectrum include Austria and Denmark. To be sure, not all
cultures view power in the same ways. In Sweden, Norway, and
Israel, for example, respect for equality is a warranty of freedom.
Subordinates and managers alike often have carte blanche to
speak their minds.
Interestingly enough, research indicates that the United States
tilts toward low power distance but is more in the middle of the
scale than Germany and the United Kingdom.
Figure 3.5: Country Comparison – Value

Let’s look at the culture of the United States in relation to these
five dimensions. The United States actually ranks somewhat
lower in power distance—at forty as noted in Figure 3.5: Country
Comparison – Value Dimensions. The United States has a culture
of promoting participation at the oﬃce while maintaining control
in the hands of the manager. People in this type of culture tend to
be relatively laid-back about status and social standing—but
there’s a firm understanding of who has the power. Whereas in
countries like China and Venezuela, their society believe that
inequalities amongst people are acceptable. The subordinate-

Individualism
Individualism is just what it sounds like. It refers to people’s
tendency to take care of themselves and their immediate circle of
family and friends, perhaps at the expense of the overall society.
In individualistic cultures, what counts most is self-realization.
Initiating alone, sweating alone, achieving alone—not necessarily
collective eﬀorts—are what win applause. In individualistic
cultures, competition is the fuel of success.

superior relationship tends to be polarized and there is no

The United States and Northern European societies are often

defense against power abuse by superiors.

labeled as individualistic. In the United States, individualism is
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valued and promoted—from its political structure (individual rights

less concern for others. In masculine-oriented cultures, gender

and democracy) to entrepreneurial zeal (capitalism). Other

roles are usually crisply defined. Men tend to be more focused on

examples of high-individualism cultures include Australia and the

performance, ambition, and material success. They cut tough and

United Kingdom.

independent personas, while women cultivate modesty and

On the other hand, in collectivist societies, group goals take
precedence over individuals’ goals. Basically, individual members

quality of life. Cultures in Japan and Latin American are examples
of masculine-oriented cultures.

render loyalty to the group, and the group takes care of its

In contrast, feminine cultures are thought to emphasize

individual members. Rather than giving priority to “me,” the “us”

“feminine” values: concern for all, an emphasis on the quality of

identity predominates. Of paramount importance is pursuing the

life, and an emphasis on relationships. In feminine-oriented

common goals, beliefs, and values of the group as a whole—so

cultures, both genders swap roles, with the focus on quality of

much so, in some cases, that it’s nearly impossible for outsiders

life, service, and independence. The Scandinavian cultures rank

to enter the group. Cultures that prize collectivism and the group

as feminine cultures, as do cultures in Switzerland and New

over the individual include China, Venezuela, Singapore, Korea,

Zealand. The United States is actually more moderate, and its

Mexico, and Arab nations. The protections oﬀered by traditional

score is ranked in the middle between masculine and feminine

Japanese companies come to mind as a distinctively group-

classifications. For all these factors, it’s important to remember

oriented value.

that cultures don’t necessarily fall neatly into one camp or the

Masculinity
The next dimension is masculinity, which may sound like an odd

other.
Uncertainty avoidance

way to define a culture. When we talk about masculine or

The next dimension is uncertainty avoidance (UA). This refers to

feminine cultures, we’re not talking about diversity issues. It’s

how much uncertainty a society or culture is willing to accept. It

about how a society views trait that are considered masculine or

can also be considered an indication of the risk propensity of

feminine.

people from a specific culture.

This value dimension refers to how a culture ranks on traditionally

People who have high uncertainty avoidance generally prefer to

perceived “masculine” values: assertiveness, materialism, and

steer clear of conflict and competition. They tend to appreciate
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very clear instructions. At the oﬃce, sharply defined rules and

The short-term orientation values tradition only to the extent of

rituals are used to get tasks completed. Stability and what is

fulfilling social obligations or providing gifts or favors. These

known are preferred to instability and the unknown. Company

cultures are more likely to be focused on the immediate or short-

cultures in these countries may show a preference for low-risk

term impact of an issue. Not surprisingly, the United Kingdom and

decisions, and employees in these companies are less willing to

the United States rank low on long-term orientation.

exhibit aggressiveness. Japan and France are often considered
clear examples of such societies.

Long- and short-term orientation and the other value dimensions
in the business arena are all evolving as many people earn

In countries with low uncertainty avoidance, people are more

business degrees and gain experience outside their home

willing to take on risks, companies may appear less formal and

cultures and countries, thereby diluting the significance of a

structured, and “thinking outside the box” is valued. Examples of

single cultural perspective. As a result, in practice, these five

these cultures are Denmark, Singapore, Australia, and to a slightly

dimensions do not occur as single values but are really woven

lesser extent, the United States. Members of these cultures

together and interdependent, creating very complex cultural

usually require less formal rules to interact.

interactions. Even though these five values are constantly shifting

Long-term orientation

and not static, they help us begin to understand how and why
people from diﬀerent cultures may think and act as they do.

The fifth dimension is long-term orientation, which refers to

Hofstede’s study demonstrates that there are national and

whether a culture has a long-term or short-term orientation. This

regional cultural groupings that aﬀect the behavior of societies

dimension was added by Hofstede after the original four you just

and organizations and that these are persistent over time.

read about. It resulted in the eﬀort to understand the diﬀerence in
thinking between the East and the West. Certain values are
associated with each orientation. The long-term orientation values
persistence, perseverance, thriftiness, and having a sense of
shame. These are evident in traditional Eastern cultures. Based
on these values, it’s easy to see why a Japanese CEO is likely to
apologize or take the blame for a faulty product or process.

Edward T. Hall
Edward T. Hall was a respected anthropologist who applied his
field to the understanding of cultures and intercultural
communications. Hall is best noted for three principal categories
that analyze and interpret how communications and interactions
between cultures diﬀer: context, space, and time.
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Context: high-context vs. low-context cultures
High and low context refers to how a message is communicated.
In high-context cultures, such as those found in Latin America,
Asia, and Africa, the physical context of the message carries a
great deal of importance. People tend to be more indirect and to
expect the person they are communicating with to decode the
implicit part of their message. While the person sending the
message takes painstaking care in crafting the message, the
person receiving the message is expected to read it within
context. The message may lack the verbal directness you would
expect in a low-context culture. In high-context cultures, body
language is as important and sometimes more important than the
actual words spoken.

result, people often miss important clues that could tell them
more about the specific issue.
Space
Space refers to the study of physical space and people. Hall
called this the study of proxemics, which focuses on space and
distance between people as they interact. Space refers to
everything from how close people stand to one another to how
people might mark their territory or boundaries in the workplace
and in other settings. Stand too close to someone from the
United States, which prefers a “safe” physical distance, and you
are apt to make them uncomfortable. How close is too close
depends on where you are from. Whether consciously or
unconsciously, we all establish a comfort zone when interacting

In contrast, in low-context cultures such as the United States and

with others. Standing distances shrink and expand across

most Northern European countries, people tend to be explicit and

cultures. Latins, Spaniards, and Filipinos (whose culture has been

direct in their communications. Satisfying individual needs is

influenced by three centuries of Spanish colonization) stand

important. You’re probably familiar with some well-known low-

rather close even in business encounters. In cultures that have a

context mottos: “Say what you mean” and “Don’t beat around the

low need for territory, people not only tend to stand closer

bush.” The guiding principle is to minimize the margins of

together but also are more willing to share their space—whether it

misunderstanding or doubt. Low-context communication aspires

be a workplace, an oﬃce, a seat on a train, or even ownership of

to get straight to the point.

a business project.

Communication between people from high-context and low-

Attitudes toward time: polychronic vs. monochronic cultures

context cultures can be confusing. In business interactions,
people from low-context cultures tend to listen only to the words
spoken; they tend not to be cognizant of body language. As a

Hall identified that time is another important concept greatly
influenced by culture. In polychronic cultures—
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polychronic literally means “many times”—people can do several

meeting and are more likely to continue to finish the business at

things at the same time. In monochronic cultures or “one-time”

hand.

cultures, people tend to do one task at a time.

Those who prefer monochronic order may find polychronic order

This isn’t to suggest that people in polychronic cultures are better

frustrating and hard to manage eﬀectively. Those raised with a

at multitasking. Rather, people in monochronic cultures, such as

polychronic sensibility, on the other hand, might resent the

Northern Europe and North America, tend to schedule one event

“tyranny of the clock” and prefer to be focused on completing the

at a time. For them, an appointment that starts at 8 a.m. is an

tasks at hand.

appointment that starts at 8 a.m.—or 8:05 at the latest. People
are expected to arrive on time, whether for a board meeting or a
family picnic. Time is a means of imposing order. Often the
meeting has a firm end time as well, and even if the agenda is not
finished, it’s not unusual to end the meeting and finish the agenda
at another scheduled meeting.

What else determines a culture?
The methods presented in the previous sections note how we
look at the structures of cultures, values, and communications.
They also provide a framework for a comparative analysis
between cultures, which is particularly important for businesses

In polychronic cultures, by contrast, time is nice, but people and

trying to operate eﬀectively in multiple countries and cultural

relationships matter more. Finishing a task may also matter more.

environments.

If you’ve ever been to Latin America, the Mediterranean, or the
Middle East, you know all about living with relaxed timetables.
People might attend to three things at once and think nothing of
it. Or they may cluster informally, rather than arrange themselves
in a queue. In polychronic cultures, it’s not considered an insult to
walk into a meeting or a party well past the appointed hour.

Additionally, there are other external factors that also constitute a
culture—manners, mindsets, values, rituals, religious beliefs,
laws, arts, ideas, customs, beliefs, ceremonies, social institutions,
myths, and legends, language, individual identity, and behaviors,
to name a few. While these factors are less structured and do not
provide a comparative framework, they are helpful in completing

In polychronic cultures, people regard work as part of a larger

our understanding of what impacts a culture. When we look at

interaction with a community. If an agenda is not complete,

these additional factors, we are seeking to understand how each

people in polychronic cultures are less likely to simply end the

culture views and incorporates each of them. For example, are
there specific ceremonies or customs that impact the culture and
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for our purposes, its business culture? For example, in some

seeing someone’s physical gestures or posture. For example,

Chinese businesses, feng shui—an ancient Chinese physical art

India is oﬃcially an English-speaking country, though its citizens

and science—is implemented in the hopes of enhancing the

speak the Queen’s English. Yet many businesspeople experience

physical business environment and success potential of the firm.

miscommunications related to misunderstandings in the

Of these additional factors, the single most important one is
communication.
Communication

language, ranging from the comical to the frustrating. Take
something as simple as multiplication and division. Indians will
commonly say “6 into 12” and arrive at 72, whereas their
American counterparts will divide to get an answer of 2. You’d
certainly want to be very clear if math were an essential part of

Verbal language
Language is one of the more conspicuous expressions of culture.

your communication, as it would be if you were creating a budget
for a project.

As Hall showed, understanding the context of how language is

Another example of nuances between Indian and American

used is essential to accurately interpret the meaning. Aside from

language communications is the use of the word revert. The word

the obvious diﬀerences, vocabularies are actually often built on

means “to go back to a previously existing condition.” To Indians,

the cultural experiences of the users. For example, in the opening

though, the common and accepted use of the word is much more

case with Dunkin’ Donuts, we saw how the local culture

simplistic and means “to get back to someone.”

complicated the company’s ability to list its name in Chinese
characters.

To see how language impacts communications, look at a situation
in which an American manager, in negotiating the terms of a

Similarly, it’s interesting to note that Arabic speakers have only

project, began to get frustrated by the e-mails that said that the

one word for ice, telg, which applies to ice, snow, hail, and so on.

Indian company was going to “revert back.” He took that to mean

In contrast, Eskimo languages have diﬀerent words for each type

that they had not made any progress on some issues and that the

of snow—even specific descriptive words to indicate the amounts

Indians were going back to the original terms. Actually, the

of snow.

Indians simply meant that they were going to get back to him on

Another example of how language impacts business is in written
or e-mail communications, where you don’t have the benefit of

the outstanding issues—again, a diﬀerent connotation for the
word because of cultural diﬀerences.
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The all-encompassing “yes” is one of the hardest verbal cues to

Another example of the “yes, I understand you” confusion in

decipher. What does it really mean? Well, it depends on where

South Asia is the infamous head wobble. Indians will roll their

you are. In a low-context country—the United States or

head from side to side to signify an understanding or

Scandinavian countries, for example—“yes” is what it is: yes. In a

acknowledgement of a statement—but not necessarily an

high-context culture—Japan or the Philippines, for example—it

acceptance. Some have even expressed that they mistakenly

can mean “yes,” “maybe,” “OK,” or “I understand you,”—but it

thought the head wobble meant “no.” If you didn’t understand the

may not always signify agreement. The meaning is in the physical

context, then you are likely to misinterpret the gesture and the

context, not the verbal.

possible verbal cues as well.

Language or words become a code, and you need to understand

The section is provided by PB Pressbooks’ Describing

the word and the context.

Culture.

Body language
How you gesture, twitch, or scrunch up your face represents a
veritable legend to your emotions. Being able to suitably read—
and broadcast—body language can significantly increase your
chances of understanding and being understood. In many highcontext cultures, it is essential to understand body language in
order to accurately interpret a situation, comment, or gesture.
People may not understand your words, but they will certainly
interpret your body language according to their accepted norms.
Notice the word their. It is their perceptions that will count when
you are trying to do business with them, and it’s important to
understand that those perceptions will be based on the teachings
and experiences of their culture—not yours.
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Appendix A

Linear-Active, Multi-Active, & Reactive Cultures
Richard Lewis proposes three diﬀerent cultural types and places countries on a triangle around these three types:
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Sven Svensson is a Swedish businessman living in Lisbon. A few

culture which uses linear-active-time- that is, he does one thing at

weeks ago he was invited by a Portuguese acquaintance,

a time in the sequence he has written down in his date book. His

Antonio, to play tennis at 10:00 AM. Sven turned up at the tennis

schedule that day said 8:00 AM get up, 9:00 breakfast, 9:15

court on time, in tennis gear and ready to play. Antonio arrived

change into tennis clothes, 9:30 drive to the tennis court,

half an hour late, in the company of a friend Carlos, from whom

10:00-11:00 play tennis, 11:00- 11:30 beer and shower, 12:15

he was buying some land. They had been discussing the

lunch, 2:00 PM go to the oﬃce and so on.

purchase that morning and had prolonged the discussion, so
Antonio had brought Carlos along in order to finalize the details
during the journey, They continued the business while Antonio
changed into his tennis clothes, with Sven listening to all they
said. At 10:45 they got on the court, and Antonio continued the
discussion with Carlos while hitting practice balls with Sven.
At this point another acquaintance of Antonio’s, Pedro, arrived to
confirm a sailing date with Antonio for the weekend. Antonio
asked Sven to excuse him from a moment and walked oﬀ the

Antonio, who had seemed to synchronize with him for tennis from
10:00 to 11:00, had disorganized Sven’s day. Portuguese like
Antonio follow a multi-active time system, that is, they do many
things at once, often in an unplanned order.
Multi-active cultures are very flexible. If Pedro interrupted Carlos’
conversation, which was already in the process of interrupting
Sven’s tennis, this was quite normal and acceptable in Portugal. It
is not acceptable in Sweden, nor is it in Germany or Britain.

court to talk to Pedro. After chatting with Pedro for five minutes,

Linear-active people like Swedes, Swiss, Dutch and Germans, do

Antonio resumed his conversation with the waiting Carlos and

one thing at a time, concentrate hard on that thing and do it

eventually turned back to the waiting Sven to begin playing tennis

within a scheduled time period. These people think that in this

at 11:00. When Sven remarked that the court had only been

way they are more eﬃcient and get more done. Multi-active

booked from 10:00 to 1:00, Antonio reassured him that he had

people think they get more done their way.

phoned in advance to rebook it until noon. No problem.
Let us look again at Sven and Antonio. If Sven had not been
It will probably come as no surprise to you to hear that Sven was

disorganized by Antonio, he would undoubtedly have played

very unhappy about the course of events. Why? He and Antonio

tennis, eaten at the right time and done some business. But

live in two diﬀerent worlds or, to put it more exactly, use two

Antonio had had breakfast, bough some land, played tennis and

diﬀerent time systems, Sven, as a good Swede, belongs to a

confirmed his sailing plans, all by lunchtime. He had even
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managed to rearrange the tennis booking. Sven could never live

them as they galloped though the cages containing smaller birds.

like this, but Antonio does, all the time.

As the French made a lot of noise and generally got in the way.

Multi-active people are not very interested in schedules or
punctuality, They pretend to observe them, especially if a linear-

The Germans were relieved when the French rushed on ahead
towards the more exciting cages.

active partner insists. They consider reality to be more important

The steady German progress continued through cages 11 to 15.

than man-made appointments. Reality for Antonio that morning

Cage 16 contained the owls (most interesting). There we found

was that his talk with Carlos about land was unfinished. Multi-

our French friends again, who had occupied the cage for five

active people do not like to leave conversations unfinished. For

minutes. They filmed the owls from every angle while the

them, completing a human transaction is the best way they can

Germans waited their turn. When the French eventually rushed

invest their time. So he took Carlos to the tennis court and

out, the Germans were five minutes behind schedule. Later on,

finished buying the land while hitting the balls. Pedro further

the French stayed so long with the eagles in cage 62 that the

delayed the tennis, but Antonio would abandon the match with

Germans had to bypass them and come back to see the eagles

Sven. That was another human transaction he wished to

later. They were furious at this forced departure from their linear

complete. So they would play till 12:00 or 12:30 if necessary. But

progression, and eventually finished their visit half and hour late.

what about Sven’s lunch at 12:15? Not important, says Antonio.

By then the French had departed, having seen all they were

It’s only 12:15 because that’s what Sven wrote in his date book.

interested in.

Another example: Two small groups of tourists—one consisting of

A study of attitudes toward time in a Swiss-Italian venture

four Germans and the other of three French people—were visiting

showed that, after some initial quarreling each side learned

the aviary at the same time as we were. The Germans had made

something from the other. The Italians finally admitted that

their calculations, obviously having decided to devote 100

adherence at least in theory to schedules, production dead-lines

minutes to the visit; consequently they spent one minute in each

and budgets enabled them to clarify their goals and check on

cage. One German reads the captions, one took photographs,

performances and eﬃciency. The Swiss, on the other hand, found

one videoed and one opened and closed doors. I followed

that the more flexible Italian attitude allowed them to modify the

happily in their wake. The three French people began their tour a

timetable in reaction to unexpected developments in the market,

few minutes later than the Germans but soon caught up with

to spot deficiencies in the planning that had not been evident
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earlier, and to make vital last-minute improvements with the

excitable, have certain reactive characteristics. In Europe, only

extra-time.

Finns are strongly reactive, but Britons, Turks and Swedes fall

Germans, like the Swiss, are very high on the linear-active scale,

easily into “listening mode” on occasion.

since they attach great importance to analyzing a project,

Reactive cultures listen before they leap. Reactive cultures are the

compartmentalizing it, tackling each problem at a time in a linear

world’s best listeners in as much as they concentrate on what the

fashion, concentrating on each segments and thereby achieving a

speaker is saying, do not let their minds wander (diﬃcult for

near-perfect result. They are uneasy with people who do not work

Latinos) and rarely, if ever, interrupt a speaker while the discourse

in this manner, such as Arabs and those from many

or presentation is on-going, When it is finished, they do not reply

Mediterranean cultures.

immediately. A decent period of silence after the speaker has

Americans are also very linear-active, but there are some
diﬀerences in attitude. As Americans live very much in the present

stopped shows respect for the weight of the remarks, which must
be considered unhurriedly and with due deference.

and race towards the near future, they sometimes push Germans

Even when representatives of a reactive culture begin their reply,

into action before the latter want to act. Germans are very

they are unlikely to voice any strong opinion immediately. A more

conscious of their history and their past and will often wish to

probable tactic is to ask further questions on what has been said

explain a lot of background to American partners to put present

in order to clarify the speaker’s intent and aspirations. Japanese,

actions in context. This often irritates Americans who want to “get

particularly, go over each point many times in detail to make sure

on with it.”

there are no misunderstandings. Finns, although blunt and direct

Reactive cultures
Japan belongs to the group of reactive, or listening cultures, the
members of which rarely initiate action or discussion, preferring to

in the end, shy away from confrontation as long as they can,
trying to formulate an approach that suits the other party. The
Chinese take their time to assemble a variety of strategies that
will avoid discord with the initial proposal.

listen to and establish the other’s position first, then react to it

Reactives are introverted; they distrust a surfeit of words and

and formulate their own. Reactive cultures are also found in

consequently are adept at nonverbal communication. This is

China, Taiwan, Singapore, Korea, Turkey and Finland. Several

achieved by subtle body language, words apart from the

other East Asian countries, although occasionally multi-active and

excitable gestures of Latins and Africans. Linear-active people
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find reactive tactics hard to fathom because they do not slot into

from culture to culture. Some are opened punctually, briskly and

the linear system (question/reply, cause/eﬀect). Multi-active

in a “businesslike” fashion. Others start with chitchat, and some

people, used to extroverted behavior, find them inscrutable—

meetings have diﬃculty getting going at all.

giving little or no feedback. The Finns are the best example of this
behavior, reacting even less than the Japanese, who at least
pretend to be pleased.

Germans, Scandinavians and Americans like to get on with it.
They see no point in delay. Americans are well known for their
business breakfast (a barbaric custom in Spanish eyes). In

In reactive cultures the preferred mode of communication is

England, France, Italy and Spain it would be considered rude to

monologue-pause-reflection-monologue. If possible, one lets the

broach serious issues immediately; its much more civilized to

other side deliver its monologue first. In linear-active and multi-

ease into the subject after exchanging pleasantries for 10

active cultures, the communication mode is a dialogue. One

minutes- or half an hour. The English, particularly, are almost

interrupts the other’s monologue with frequent comments, even

shame-faced at indicating when one should start: “Well, Charlie, I

questions, which signify polite interest in what is being said. As

suppose we ought to have a look at this bunch of paper- work.”

soon as one person stops speaking, the other takes up his or

In Japan, where platitudes are mandatory, there is almost a fixed

hers turn immediately, since the Westerner has an extremely

period that has to elapse before the senior person presents says:

weak tolerance for silence.

“Fitsu wa ne…” (“The fact of the matter is…”), at which point

People belonging to reactive cultures not only tolerate silences
well but regard them as a very meaningful, almost refined, part of

everybody gets down to work.

Structuring a meeting

discourse. The opinions of the other party are not to be taken
lightly or dismissed with a snappy or flippant retorts. Clever, well-

Just as ways of beginning a meeting vary, so do methods of

formulated arguments require-deserve-lengthy silent

structuring them. Linear-active people are fond of strict agendas,

consideration.

for agendas have linear shape. Other, more imaginative minds

Beginnings
Consider how people conduct meetings, face-to-face, in diﬀerent
countries. Meetings are not begun in the same way as we move

(usually Latin) tend to wander, wishing to revisit or embellish, at
will, points already discussed. Their agenda, if one can call it that,
might be described as roundabout, or circuitous, which for
Germans and Americans means no real agenda at all. Asians,
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especially Japanese, have another approach again, one that

produce a successful one world style. Tolerance and a sense of

concentrates on harmonizing general principles prior to

humor on the part of the team leaders were also significant

examining any details. At meetings where two or more cultural

contributory factors.

groups are involved, or at any meeting of an international team,
the chairperson has the task of establishing a procedural and
communicative style that will be acceptable to, even welcomed
by, all the participants.
The purpose of a meeting depends on where one is coming from.
Britons and Americans see a meeting as an opportunity to make
decisions and get things done. The French see it as a forum
where a briefing can be delivered to cover all aspects of a
problem. They hunger for elegance processes. Germans, more
concerned with precision and exactness, expect to gain
compliance. Italians use meetings to evaluate support for their
plans. The Japanese regard the first few sessions as occasions

Linear-active members need relatively little preamble or small talk
before getting down to business. They like to introduce bullet
points that can serve as an agenda. Tasks or issues are
segmented, discussed and dealt with one after the other.
Solutions reached are summarized in the minutes.
Multi-active members are not happy with the bullet-point
approach, which they see as premature conclusions reached by
their linear colleagues. They prefer to take points in random order
(or in order of importance) and discuss them for hours before
listing bullet points as conclusions. When they see topics listed at
the beginning, they feel they have been manipulated.

for establishing status and trust and finding out what possible

Reactive people do not have their linear obsession with agendas,

sources of discord need to be eliminated from the outset. All of

neither are they wooed by multi-active arguments. In Japanese

these objectives may be seen as worthy by everyone, but the

eyes, for instance, things are not black and white, possible or

proprieties will vary. A skillful chairperson must be sensitive to

impossible, right or wrong. They see arguments and ideas as

these expectations and be quick to define a mutually shared aim.

points converging and ultimately merging. An emotional coming

My recent experience with a one world international team (British,
American, Australian, Irish, Spanish, Chilean, Finnish and Chinese

together is considered more important than an intellectual
approach.

airlines alliance) indicated that skillful team leaders- in this case a
Canadian, followed by a Finn- are able to blend procedural styles
each possessed unique strengths that could be combined to
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How diﬀerent cultures understand time
Time is seen in a
particularly diﬀerent

Figure 3.6: American flow of time

light by Eastern and
Western cultures, and

For an American, time is truly money. In a profit-oriented society,

even within these

time is a precious, even scarce, commodity. It flows fast, like a

groupings assumes

mountain river in the spring, and if you want to benefit from its

quite dissimilar aspects

passing, you have to move fast with it. Americans are people of

from country to country.

action; they cannot bear to be idle. The past is over, but the

In the Western

present you can seize, parcel and package and make it work for

Hemisphere, the United States and Mexico employ time in such

you in the immediate future. Figure 3.6 illustrates how Americans

diametrically opposing manners that it causes intense friction

view time, and Figure 3.7 shows how they use it.

between the two peoples.
In Western Europe, the Swiss attitude to time bears little relation
to that of neighboring Italy. Thais do not evaluate the passing of
time in the same way that the Japanese do. In Britain the future
stretches out in front of you. In Madagascar it flows into the back
of your head from behind.
Linear time

Figure 3.7: American flow of time

In the U.S. you have to make money, otherwise you are nobody. If
you have 40 years of earning capacity and you want to make $4

Let us begin with the American concept of time, for theirs is the

million, that means $100,000 per annum. If you can achieve this

most expensive, as anyone who has had to deal with American

in 250 working days, that comes to $400 a day or $50 an hour.

doctors, dentists or lawyers will tell you.

With this orientation Americans can say that their time costs $50
an hour. Americans also talk about wasting, spending, budgeting
and saving time.
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This seems logical enough, until one begins to apply the idea to

existed in the Soviet Union, one could postulate that those who

other cultures. Has the Portuguese fisherman, who failed to hook

achieved substantial remuneration by working little (or not at all)

a fish in two hours, wasted his time? Has the Sicilian priest, failing

were the most successful of all.

to make a convert on Thursday, lost ground? Have the German
composer, the French poet, the Spanish painter, devoid of ideas

Multi-active time

last week, missed opportunities that can be qualified in monetary

Southern Europeans are multi-active, rather than linear-active.

terms?

The more things they can do at the same time, the happier and

The Americans are not the only ones who sanctify timekeeping,
for it is practically a religion in Switzerland and Germany, too.
These countries, along with Britain, the Anglo-Saxon world in
general, the Netherlands, Austria and Scandinavia, have a linear
vision of time and action. They suspect, like the Americans that
time is passing (being wasted) without decisions being made or
actions being performed.
These groups are also monochronic; that is, they prefer to do only
one thing at a time, to concentrate on it and do it within a fixed
schedule. They think that in this way they get more things done—
and more eﬃciently. Furthermore, being imbued with the
Protestant work ethic, they equate working time with success: the
harder you work—the more hours, that is—the more successful
you will be and the more money you will make. This idea makes
perfect sense to American ears, would carry less weight in classconscious Britain, and would be viewed as entirely unrealistic in
Southern European countries, where authority, privilege and
birthright negate the theory at every turn. In a society such as

the more fulfilled they feel. They organize their time (and lives) in
an entirely diﬀerent way from Americans, Germans and the Swiss.
Multi-active peoples are not very interested in schedules or
punctuality. They pretend to observe them, especially if a linearactive partner or colleague insists on it, but they consider the
present reality to be more important than appointments. In their
ordering of things, priority is given to the relative thrill or
significance of each meeting.
Spaniards, Italians and Arabs will ignore the passing of time if it
means that conversations will be left unfinished. For them,
completing a human transaction is the best way they can invest
their time. For an Italian, time considerations will usually be
subjected to human feelings. “Why are you so angry because I
came at 9:30?” he asks his German colleague. “Because it says
9:00 in my diary,” says the German. “Then why don’t you write
9:30 and then we’ll both be happy?” is a logical Italian response.
The business we have to do and our close relations are so
important that it is irrelevant at what time we meet. The meeting is
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what counts. Germans and Swiss cannot swallow this, as it

of programs, schedules, procedures and production as the surest

oﬀends their sense of order, of tidiness, of planning.

route to eﬃciency. The Swiss, even more time and regulation

A Spaniard would take the side of the Italian. There is a reason for

dominated, have made precision a national symbol.

the Spaniard’s lax adherence to punctuality. The German believes

This applies to their watch industry, their optical instruments, their

in a simple truth—scientific truth. The Spaniard, in contrast, is

pharmaceutical products, their banking. Planes, buses and trains

always conscious of the double truth—that of immediate reality as

leave on the dot. Accordingly, everything can be exactly

well as that of the poetic whole.

calculated and predicted.

As far as meetings are concerned, it is better not to turn up

In countries inhabited by linear-active people, time is clock- and

strictly on time for Spanish appointments. In Spain, punctuality

calendar- related, segmented in an abstract manner for our

messes up schedules, as illustrated in Figure 3.8.

convenience, measurement, and disposal. In multi-active cultures
like the Arab and Latin spheres, time is event- or personalityrelated, a subjective commodity which can be manipulated,
molded, stretched, or dispensed with, irrespective of what the
clock says.
“I have to rush,” says the American, “my time is up.” The
Spaniard or Arab, scornful of this submissive attitude to
schedules, would only use this expression if death were
imminent.

Figure 3.8: Spanish schedules in theory and in reality

Few Northern Europeans or North Americans can reconcile
themselves to the multi-active use of time. Germans and Swiss,
unless they reach an understanding of the underlying psychology,
will be driven to distraction. Germans see compartmentalization

Cyclic time
Both the linear-active northerner and the multi-active Latin think
that they manage time in the best way possible. In some Eastern
cultures, however, the adaptation of humans to time is seen as a
viable alternative. In these cultures, time is viewed neither as
linear nor event–relationship related, but as cyclic. Each day the
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sun rises and sets, the seasons follow one another, the heavenly
bodies revolve around us, people grow old and die, but their
children reconstitute the process. We know this cycle has gone
on for 100,000 years and more. Cyclical time is not a scarce
commodity. There seems always to be an unlimited supply of it
just around the next bend. As they say in the East, when God
made time, He made plenty of it.
It’s not surprising, then, that business decisions are arrived at in a
diﬀerent way from in the West. Westerners often expect an Asian
to make a quick decision or to treat a current deal on its present
merits, irrespective of what has happened in the past. Asians
cannot do this. The past formulates the contextual back- ground
to the present decision, about which in any case, as Asians, they
must think long term—their hands are tied in many ways.
Americans see time passing without decisions being made or

Figure 3.9: Western action chains/Asian reflection

actions performed as having been “wasted.” Asians do not see

satisfied that all tasks have been completed. The French or Italian

time as racing away un-utilized in a linear future, but coming

might leave some “mopping up” for the following day. John Paul

around again in a circle, where the same opportunities, risks and

Fieg, author of A Common Core: Thais and Americans, describing

dangers will re- present themselves when people are so many

the Thai attitude toward time, saw it as a pool one could gradually

days, weeks or months wiser. As proof of the veracity of the

walk around. This metaphor applies to most Asians, who, instead

cyclical nature of time, how often do we (in the West) say, “If I had

of tackling problems immediately in sequential fashion, circle

known then what I know now, I would never have done what I

around them for a few days or weeks before committing

did?”

themselves. After a suitable period of reflection, tasks A, D and F

Figure 3.9 compares the speed of Western action chains with
Asian reflection. The American, German and Swiss go home

may indeed seem worthy of pursuing (refer to Figure 3.9). Tasks
B, C and E may be quietly dropped. Contemplation of the whole
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scene has indicated, however, that task G, perhaps not even

For instance, in most Japanese social gatherings, there are

envisaged at all earlier on, might be the most significant of all.

various phases and layers—marked beginnings and endings —

In a Buddhist culture (e.g., Thailand, Tibet), not only time but also
life itself goes around in a circle. Whatever we plan, however we

for retirement parties, weddings, parent—teacher association
meetings and so on.

organize our particular world, generation follows generation;

In Japan’s conformist and carefully regulated society, people like

governments and rulers will succeed each other; crops will be

to know at all times where they stand and where they are at: this

harvested; monsoons, earthquakes and other catastrophes will

applies both to social and business situations. The mandatory,

recur; taxes will be paid; the sun and moon will rise and set;

two-minute exchange of business cards between executives

stocks and shares will rise and fall. Even the Americans will not

meeting each other for the first time is one of the clearest

change such events, certainly not by rushing things.

examples of a time activity segment being used to mark the

Japanese

beginning of a relationship. Another example is the start and
finish of all types of classes in Japan, where the lesson cannot

The Japanese have a keen sense of the unfolding or unwrapping

begin without being preceded by a formal request on the part of

of time—this is well described by Joy Hendry in her book

the students for the teacher to start. Similarly, they must oﬀer a

Wrapping Culture. People familiar with Japan are well aware of

ritualistic expression of appreciation at the end of the class.

the contrast between the breakneck pace maintained by the
Japanese factory worker on the one hand, and the unhurried
contemplation to be observed in Japanese gardens or the
agonizingly slow tempo of a Noh play on the other. What Hendry
emphasizes, however, is the meticulous, resolute manner in which
the Japanese segment time. This segmentation does not follow
the American or German pattern, where tasks are assigned in a
logical sequence aimed at maximum eﬃciency and speed in
implementation. The Japanese are more concerned not with how
long something takes to happen, but with how time is divided up
in the interests of properness, courtesy and tradition.

Other events that require not only clearly defined beginnings and
endings but also unambiguous phase-switching signals are the
tea ceremony, New Year routines, annual cleaning of the house,
cherry blossom viewing, spring “oﬀensives” (strikes), midsummer
festivities, gift-giving routines, company picnics, sake-drinking
sessions, even the peripheral rituals surrounding judo, karate and
kendo sessions. A Japanese person cannot enter any of the
above activities in the casual, direct manner a Westerner might
adopt. The American or Northern European has a natural
tendency to make a quick approach to the heart of things. The
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Japanese, in direct contrast, must experience an unfolding or

10:05. He is probably right, too. Watches, calendars and

unwrapping of the significant phases of the event. It has to do

computers are devices that not only encourage punctuality but

with Asian indirectness, but in Japan it also involves love of

also get us into the habit of working toward targets and

compartmentalization of procedure, of tradition, of the beauty of

deadlines. In a sense, we are “making the future happen.” We

ritual.

cannot know everything(it would be disastrous for horse racing

To summarize, when dealing with the Japanese, you can assume
that they will be generous in their allocation of time to you or your
particular transaction. In return, you are advised to try to do the
“right thing at the right time.” In Japan, form and symbols are
more important than content.
Back to the future

and detective stories), but we eliminate future unknowns to the
best of our ability. Our personal programming tells us that over
the next year we are going to get up at certain times, work so
many hours, take vacations for designated periods, play tennis on
Saturday mornings and pay our taxes on fixed dates.
Cyclic time is not seen as a straight road leading from our feet to
the horizon, but as a curved one which in one year’s time will lead

In the linear-active, industrialized Western cultures time is seen as

us through “scenery” and conditions very similar to what we

a road along which we proceed. Life is sometimes referred to as a

experience at the present moment. Observers of cyclic time are

“journey”; death is often referred to as the “end of the road.” We

less disciplined in their planning of the future, since they believe

imagine ourselves as having traveled along the part of the road

that it cannot be managed and that humans make life easier for

that is behind us (the past) and we see the untrodden path of the

themselves by “harmonizing” with the laws and cyclic events of

future stretching out in front of us.

nature. Yet in such cultures a general form of planning is still
possible, for many things are fairly regular and well understood.

Linear-oriented people do not regard the future as entirely
unknowable for they have already nudged it along certain

Cultures observing both linear and cyclic concepts of time see

channels by meticulous planning. American executives, with their

the past as something we have put behind us and the future as

quarterly forecasts, will tell you how much money they are going

something that lies before us. In Madagascar, the opposite is the

to make in the next three months. The Swiss stationmaster will

case (see Figure 7). The Malagasy imagine the future as flowing

assure you, without any hesitation, that the train from Zurich to

into the back of their heads, or passing them from behind, then

Luzern will leave at 9:03 tomorrow morning and arrive at exactly

becoming the past as it stretches out in front of them. The past is
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in front of their eyes because it is visible, known and influential.
They can look at it, enjoy it, learn from it, even “play” with it. The
Malagasy people spend an inordinate amount of time consulting
their ancestors, exhuming their bones, even partying with them.
By contrast, the Malagasy consider the future unknowable. It is
behind their head where they do not have eyes. Their plans for
this unknown area will be far from meticulous, for what can they
be based on? Buses in Madagascar leave, not according to a
predetermined timetable, but when the bus is full. The situation
triggers the event. Not only does this make economic sense, but
it is also the time that most passengers have chosen to leave.
Consequently, in Madagascar stocks are not replenished until
shelves are empty, filling stations order gas only when they run
dry, and hordes of would-be passengers at the airport find that, in
spite of their tickets, in reality everybody is wait-listed. The actual
assignation of seats takes place between the opening of the
check-in desk and the (eventual) departure of the plane.
The section is provided by Richard D. Lewis’s When Cultures
Collide: Leading Across Cultures: A Major New Edition of the
Global Guide.
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Section 4

The Culture Map by Erin Meyer
Communicating scale
When we say that someone is a good communicator, what do
we actually mean? The responses diﬀer wildly from society to
society. The communicating scale measures the degree to which
people are high- or low-context, a metric developed by the
American anthropologist Edward Hall (to be discussed next). In
low-context cultures, good communication is precise, simple,
explicit, and clear. Messages are understood at face value.
Repetition is appreciated for purposes of clarification, as is
putting messages in writing.
In high-context cultures, communication is sophisticated,
nuanced, and layered. Messages are often implied but not plainly
stated. Less is put in writing, more is left open to interpretation,
and understanding may depend on reading between the lines.
High context: In a high-context culture, there are many
contextual elements that help people to understand the rules. As
a result, much is taken for granted. This can be very confusing
for a person who does not understand the 'unwritten rules' of the

Figure 3.10: Communicating scale

Low context: In a low-context culture, very little is taken for
granted. While this means that more explanation is needed, it
also means there is less chance of misunderstanding particularly
when visitors are present.
Example: French contracts tend to be short (in physical length,
not time duration). American contracts tend to be longer in order
to explain the detail.

culture.
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• High-context cultures tend to have a long shared history.
Usually they are relationship-oriented societies where networks
of connections are passed on from generation to generation,
generating more shared context among community members.
Japan is an island society with a homogeneous population and
thousands of years of shared history, during a significant portion
of which Japan was closed oﬀ from the rest of the world. Over
these thousands of years, people became particularly skilled at
picking up each other’s messages—reading the air.
• By contrast, the United States, a country with a mere few

said; while Japanese in America should brace themselves for
direct language.

Evaluating scale
All cultures believe that criticism should be given constructively,
but the definition of “constructive” varies greatly. This scale
measures a preference for frank versus diplomatic negative
feedback. Evaluating is often confused with Communicating, but
many countries have diﬀerent positions on the two scales. The
French, for example, are high-context (implicit) communicators

hundred years of shared history, has been shaped by enormous

relative to Americans, yet they are more direct in their criticism.

inflows of immigrants from various countries around the world,

Spaniards and Mexicans are at the same context level, but the

all with diﬀerent histories, diﬀerent languages, and diﬀerent

Spanish are much more frank when providing negative feedback.

backgrounds. Because they had little shared context,
Americans learned quickly that if they wanted to pass a
message, they had to make it as explicit and clear as possible,
with little room for ambiguity and misunderstanding.
• Americans are the most explicit or low-context culture there is
(low-context meaning their conversation assumes relatively little
intuitive understanding). This is not surprising for a young

Figure 3.11: Evaluating scale

country composed of immigrants that prides itself on straight-

Americans may be very explicit communicators, but they are in

talking.

the middle of the spectrum when it comes to giving negative

• Japan and other East Asian countries represent the other
extreme. The most basic solution, is simply to be aware. Thus
Americans in Japan should pay attention to what’s not being

feedback—as anyone who has been to an American school
knows (tendency to say three good things for every negative or “if
you do not have anything good to say do not say anything”).
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Israelis, Russians, and Dutch are among the most direct when it

scale. For this reason, you may be surprised by the gap between

comes to negative feedback. Japanese are among the most

our stereotyped assumptions about certain countries and their

indirect.

placement on the Evaluating scale. Thus, the French, Spanish,

The evaluating scale provides a bird’s eye view of just how direct
people in diﬀerent cultures are with negative criticism. You can
see that most European countries fall to the direct side of the
scale, with the Russians, Dutch, and Germans as particularly
prone to oﬀering frank criticism.
American culture is in the middle of the scale; nearby are the
British, who are slightly less direct with negative feedback than
Americans. Latin Americans and South Americans fall to the

and Russians are generally stereotyped as being indirect
communicators because of their high-context, implicit
communication style, despite the fact that they give negative
feedback they are less direct than many European cultures.
One high-context country on the direct side of the Evaluating
scale is Israel, where people may speak with copious subtext, yet
give some of the most direct negative feedback in the world.

Persuading scale

middle right, with Argentina as one of the most direct of this
cluster. Further right on the scale fall most Asian countries, with

The ways in which you persuade others and the kinds of

the Indians as the most direct with their criticism and the Thai,

arguments you find convincing are deeply rooted in your culture’s

Cambodians, Indonesians, and Japanese as the least direct.

philosophical, religious, and educational assumptions and

Don’t forget cultural relativity when you look at the scale. For
example, the Chinese are to the right of the world scale, but they
are much more direct than the Japanese, who may take oﬀense
at their forthright feedback. The continental European cultures to
the left or middle often experience Americans as strikingly
indirect, while Latin Americans perceive the same Americans as
blunt and brutally frank in their criticism style.
Note, too, that several countries have diﬀerent positions on the
Evaluating scale from those they occupy on the Communicating

attitudes. The traditional way to compare countries along this
scale is to assess how they balance holistic and specific thought
patterns. Typically, a Western executive will break down an
argument into a sequence of distinct components (specific
thinking), while Asian managers tend to show how the
components all fit together and are interconnected and
interdependent (holistic thinking).
Beyond that, people from southern European and Germanic
cultures tend to find deductive arguments (what is referred to as
concepts-first arguments) most persuasive, focusing on evidence
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and analysis of that evidence before reaching conclusions. They

“All men are mortal.” Then we move to a more specific example:

want to know the why first.

“Justin Bieber is a man.” This leads us to the conclusion, “Justin

Whereas American and British managers are more likely to be
influenced by inductive logic (applications-first logic). Focusing on
a theoretical argument and its applications. They want to know
the how first.

Bieber will eventually die.” Similarly, we may start with the general
principle “Everything made of copper conducts electricity.” Then
we show that the old statue of a leprechaun your grandmother
left you is 100 percent copper. Based on these points, we can
arrive at the conclusion, “Your grandmother’s statue will conduct

Example: How a person learns a language (in some countries

electricity.” In both examples, we started with the general

syntax, rules and grammar is learned first, in others you begin

principle and moved from it to a practical conclusion.

with conversations first).

On the other hand, with applications-first reasoning (sometimes
called inductive reasoning), general conclusions are reached
based on a pattern of factual observations from the real world.
For example, if you travel to my hometown in Minnesota one
hundred times during January and February, and you observe
every visit that the temperature is considerably below zero, you
will conclude that Minnesota winters are cold (and that a winter
visit to Minnesota calls for a warm coat as well as a scarf, wool
hat, gloves and ear warmers). In this case, you observe data from
the real world, and, based on these empirical observations, you
draw broader conclusions.

Figure 3.12: Persuading scale

Principles-first reasoning (sometimes referred to as deductive
reasoning) derives conclusions or facts from general principles or

Most people are capable of practicing both principles-first and
applications-first reasoning. But your habitual pattern of
reasoning is heavily influenced by the kind of thinking
emphasized in your culture’s education structure. As a result, you

concepts. For example, we may start with a general principle like
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can quickly run into problems when working with people who are

American bosses is that the American tells them what to do

most accustomed to other modes of reasoning.

without explaining why they need to do it. From the French

Take math class as an example. In a course using the
applications-first method, you first learn the formula and practice
applying it. After seeing how this formula leads to the right
answer again and again, you then move on to understand the
concept or principle underpinning it. This means you may spend

perspective, this can feel demotivating, even disrespectful. By
contrast, American bosses may feel that French workers are
uncooperative because, instead of acting quickly, they always ask
“Why?” and are not ready to act until they have received a
suitable response.

80 percent of your time focusing on the concrete tool and how to

Chinese religions and philosophies, by contrast, have traditionally

apply it and only 20 percent of your time considering its

emphasized interdependencies and interconnectedness. Ancient

conceptual or theoretical explanation. School systems in Anglo-

Chinese thought was holistic, meaning that the Chinese attended

Saxon countries tend to emphasize this method of teaching.

to the field in which an object was located, believing that action

By contrast, in a principles-first math class, you first prove the
general principle, and only then use it to develop a concrete
formula that can be applied to various problems. As a French
manager once told me, “We had to calculate the value of pie as a
class, you may spend 80 percent of your time applying those
principles to concrete problems. School systems in Latin Europe

always occurs in a field of forces that influence the action.
Taoism, which influenced Buddhism and Confucianism, proposes
that the universe works harmoniously, its various elements
dependent upon one another. The terms yin and yang (literally
“dark” and “light”) describe how seemingly contrary forces are
interconnected and interdependent.

(France, Italy, Spain, Portugal), the Germanic countries (Germany,

With this background in mind, let’s reconsider my class of

Austria), and Latin America (Mexico, Brazil, Argentina) tend to

seventeen Chinese executives. Here’s a comment from one of the

emphasize this method of teaching.

Chinese participants after we’d discussed the fish and photo

In business, as in school, people from principles-first cultures

research studies:

generally want to understand why behind their boss’s request

Chinese people think from macro to micro, whereas Western

before they move to action. Meanwhile, applications-first learners

people think from micro to macro. For example, when

tend to focus less on the why and more on the how. One of the

writing an address, the Chinese write in sequence of

most common frustrations among French employees with

province, city, district, block, gate number. The Westerners
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do just the opposite—they start with the number of a single

Leading scale

house and gradually work their way up to the city and state.
In the same way, Chinese put the surname first, whereas the

This scale measures the degree of respect and deference shown

Westerners do it the other way around. And Chinese put the

to authority figures, placing countries on a spectrum from

year before month and date. Again, it’s the opposite in the

egalitarian to hierarchical.

West.

The Leading scale takes Hofstede’s idea of power distance and

It’s easy to see how these diﬀerences in the characteristics

applies it specifically to business. Power distance relates to

sequence of thinking may cause diﬃculty or misunderstanding

questions like:

when people from Asian and Western cultures are involved in
conversation. A typical example is that Westerners may think that
the Chinese are going all around the key points without
addressing them deliberately, while East Asians may experience
Westerners as trying to make a decision by isolating a single
factor and ignoring significant interdependencies.
This diﬀerence aﬀects how business thinking is perceived in
Western and Asian cultures. In the eyes of Asian business

• How much respect or deference is shown to an authority figure?
• How god-like is the boss?
• Is it acceptable to skip layers in your company? If you want to
communicate a message to someone two levels above or
below you, should you go through the hierarchical chain?
• When you are the boss, what gives you an aura of authority?

leaders, European and American executives tend to make
decisions without taking much time to consider the broader
implications of their actions. As Bae Pak from the Korean motor
company Kia explains, “When we work with our Western
Colleagues, we are often taken aback by their tendency to make
decisions without considering how their decisions are impacting
various business units, clients, and supplies. We feel their
decisions are hasty and often ignore the surrounding impact.

Figure 3.13: Leading scale
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As the last question in this list suggests, power distance is

One morning Gutierrez arrived at work to find her computer

related, in part, to the signals that are used to mark power within

wasn’t working. As she had an important presentation to finish,

an organization or other social group. Such signals, of course,

she turned to her American colleagues for advice. She recalls:

may be interpreted very diﬀerently in diﬀerent parts of the world.

“Imagine my surprise when they responded, ‘Pam isn’t here

Behavior that shouts “This man has the leadership skills to move

today, why don’t you user her computer? She won’t mind. She

mountains and motivate armies” in one society may squeak “This

has an open door policy.’ Pam was the president of the

man has the leadership skills of a three-footed mouse” in another.

company!”

In an egalitarian culture, for example, an aura of authority is more

Gutierrez still remembers the feeling of opening up the big glass

likely to come from acting like one of the team, while in a

door to Pam’s oﬃce, approaching her desk, and touching the

hierarchical culture, an aura of authority is more likely to come

keyboard. “Even though Pam was out of the country, I could feel

from acting like one of the team, while in a hierarchical culture, an

the power of her position hovering over that space. Later, when I

aura of authority tends to come from setting yourself clearly

told my French friends about the experience, we all laughed

apart.

trying to imagine how our French bosses might react if they knew

I met Anne-Helene Gutierrez when she was the teaching assistant
in my advanced French course at the University of Minnesota. I

we had made ourselves comfortable sitting in their chairs and
using their things.”

sat behind her in class, admired her long smooth brown hair and

Gutierrez’s story suggests the aura of authority that surrounds the

her lightly accented English, and tried to imagine what it would be

material possessions of a boss in French culture. More broadly, it

like to leave the Parisian City of Lights for the long, cold winters

suggests the important role symbols play in defining power

of Midwestern America.

distance. Thus, if you are the boss, your behavior may be

As luck would have it, I bumped into Gutierrez again years later,

speaking volumes without your even recognizing it.

when we both moved to Paris. She told me about some of the

Take a simple action like riding a bike to work. In countries like

surprising things she had encountered while working at a small

Jepsen’s Denmark, when the boss rides a bike to work (which is

Minneapolis-based consulting firm—her first job outside of

common), it may symbolize to the egalitarian Danes a strong

France.

leadership voice: “Look, I’m one of you.” Something similar
applies in Australia. In Denmark, it is understood that the
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managing director is one of the guys, just two small steps up from

formal titles used, Germans consider American companies

the janitor,” This represents one extreme in attitudes toward

hierarchical because of their approach to decision making.

leadership. On the other side of the spectrum in countries like

German culture places a higher value on building consensus as

Japan and Korea, however, the ideal boss should stand far above

part of the decision-making process, while in the United States,

the workers at the top of a hierarchy. America’s outlook on

decision making is largely invested in the individual.

leadership falls somewhere in the middle.

Rejecting the need for group agreement, the American boss says
to the group, “This is what we are going to do,” and most

Deciding scale

members of the team fall in line, regardless of their own opinions.
This scale, measures the degree to which a culture is consensus-

“United we stand, divided we fall,” is a powerful American value,

minded. We often assume that the most egalitarian cultures will

as possible leads to eﬃciency, which in turn leads to success.

also be the most democratic, while the most hierarchical ones will
allow the boss to make unilateral decisions. This isn’t always the
case. Germans are more hierarchical than Americans, but more
likely than their U.S. colleagues to build group agreement before
making decisions. The Japanese are both strongly hierarchical
and strongly consensus-minded.

In this respect, American culture is one of a few outliers on the
world map. Most cultures that fall as egalitarian on the Leading
scale also believe in consensual decision making. The Swedes,
for example, are both extremely egalitarian and one of the most
consensual societies in the world. The Dutch also put a strong
emphasis on both egalitarian leadership style and consensual
decision making. By contrast, cultures that fall as hierarchical on
the Leading scale, from Morocco to Korea, are also top-down
decision-making cultures. In a large majority of countries, being
egalitarian correlates with valuing consensus. The United States

Figure 3.14: Deciding scale

breaks the mold by combining an egalitarian ethos with a more
top-down approach to decision making, in which one person –

While Americans perceive German organizations as hierarchical

generally the person in charge – makes decisions quickly on

because of the fixed nature of the hierarchical structure, the

behalf of the entire group. Therefore, the United States is more

formal distance between the boss and subordinate, and the very

top-down than hierarchical. In comparison to a country like
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Germany or Sweden, the value is placed on one individual making

enforce contracts, and so business negotiations focus on what’s

a decision quickly and everyone else following. And this person

practical.

tends to be the boss.

In others, including many emerging market economies personal

Conversely, there are a few cultures that break the mold in a

relationships are much more important, in part because people

diﬀerent way. In countries like Germany, a consensual style of

don’t trust their legal system to enforce contracts. Consider

decision making, where more time is spent soliciting group

“wasta,” “pituto,” “palanca,” “pistolao,” or “guanxi” way of doing

feedback and coming to a group agreement, is combined with a

business.

hierarchical system. The fact that Germany and the United States
are both exceptions to the global pattern – but in opposite
directions – helps to explain the consternation among managers
from these two cultures when they are thrown together in a
decision-making situation.

Trusting scale
Cognitive trust (from the head) can be contrasted with aﬀective
trust (from the heart). In task-based cultures, trust is built
cognitively through work. If we collaborate well, prove ourselves
reliable, and respect one another’s contributions, we come to feel

Figure 3.15: Trusting scale

mutual trust. In a relationship-based society, trust is a result of
weaving a strong aﬀective connection. If we spend time laughing
and relaxing together, get to know one another on a personal
level, and feel a mutual liking, then we establish trust. In some
cultures, notably America, people don’t worry so much about
trusting each other because they trust their legal system to

Trust from the head, trust from the heart
Make a quick mental list of five or six people you trust—people
from diﬀerent areas of your life. The list may include personal
connections like your mother or your spouse, but may also
include a business partner, a client, or a supplier. Then consider
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for a moment how the trust you feel for each person was built.

Roy Chua, a professor at Harvard Business School, surveyed

What events led you to trust them?

Chinese and American executives from a wide range of

You might notice that the type of trust you feel for one person is
very diﬀerent from the type of trust you feel for another. The
diﬀerences can be complex, but one simple distinction is
between two forms of trust: cognitive trust and aﬀective trust.

industries, asking them to list up to twenty-four important
members of their professional networks, from both inside and
outside their own workplaces. Then participants were asked to
indicate the extent to which they felt comfortable going to each of
these contacts to share their personal problems and diﬃculties as

Cognitive trust is based on the confidence you feel in another

well as their hopes and dreams. “These items showed an

person’s accomplishments, skills, and reliability. This is trust that

aﬀective-based willingness to depend on and be vulnerable to the

comes from the head. It is often built through business

other person.” Chua explains. Finally, participants were asked to

interactions: We work together, you do your work well, and you

indicate the extent to which the contact could be relied on to

demonstrate through the work that you are reliable, pleasant,

complete a task that he or she has agreed to do as well as to

consistent, intelligent, and transparent. Result: I trust you.

have the knowledge and competence needed to get tasks done.
These items captured a more cognitive-based willingness to

Aﬀective trust, on the other hand, arises from feelings of

depend on the other person.

emotional closeness, empathy, or friendship. This type of trust
comes from the heart. We laugh together, relax together, and see

The survey revealed marked diﬀerences between the American

each other at a personal level, so that I feel aﬀection or empathy

respondents and the Chinese. Chua found that Americans, in

for you and sense that you feel the same for me. Result: I trust

business, draw a sharp dividing line between cognitive trust and

you.

aﬀective trust. “This finding makes sense given culture and
history,” Chua explains. The United States has “a long tradition of

Throughout the world, friendships and personal relationships are

separating the practical and emotional. Mixing the two is

built on aﬀective trust. If you were to consider why you trust your

perceived as unprofessional and risks conflict of interest.”

mother or your spouse, you would likely use descriptive
explanations linked to aﬀective trust. But the source of trust in

Chinese managers, on the other hand, connect the two forms of

business relationships is a little more complicated.

trust. As Chua puts it, “Among Chinese executives, there is a
stronger interplay between aﬀective and cognitive trust. Unlike
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Americans, Chinese managers are quite likely to develop personal

are rising and expanding their reach. At the same time, countries

ties and aﬀective bonds hen there is also a business or financial

in the southern hemisphere such as Indonesia and Saudi Arabia

tie.” One consequence is that, for a Chinese manager working

are growing in global weight. All of these countries lie markedly

with Americans, the culturally based preference to separate

toward the relationship-based end of the Trusting scale. Today if

cognitive trust and personal trust can indicate a lack of sincerity

you are a manager aiming for success at an international level

or loyalty.

and your work brings you to the BRIC cultures or really anywhere

Of course, China and Brazil are not the only cultures where
aﬀective and cognitive trust are mixed together in business
relationships. On the Trusting scale, countries are rated from high

in the Southern hemisphere, you must learn how to build
relationship-based trust with your clients and colleagues in order
to be successful.

task-based to high relationship-based. The further a culture falls

On the other hand, for those who work frequently in North

toward the task-based end of the scale, the more people from

America, you may be skeptical about the accuracy of the United

that culture tend to separate aﬀective and cognitive trust, and to

States on the left-hand side of the Trusting scale. Are Americans

rely mainly on cognitive trust for work relationships. The further a

really so task-based? What about the client breakfasts, the golf

culture falls toward the relationship-based end of the scale, the

outings, and the team-building activities and icebreaker exercises

more cognitive and eﬀective trust are woven together in business.

featured at so many American-style training programs or

As you look to the Trusting scale you see the United States
positioned far to the left while all BRIC countries (Brazil, Russia,

conferences? Don’t these suggest that Americans are just as
relationship-based as the Brazilians or Chinese?

India, and China) fall far to the right. When it comes to building

Not really. Think back to those icebreaker activities – those two-

trust, the center of gravity in the global business world has

to-three minute exchanges designed to “build a relationship”

fundamentally shifted over the past fifteen years. Previously,

between complete strangers. What happens when the exercise is

managers working in global business may have felt themselves

completed? Once the relationship is built, the participants check

pulled toward working in a more American manner, because the

it oﬀ the list and get down to business – and at the end of the

United States dominated most world markets. Building trust in a

program, the relationships that were so quickly built are usually

task-based fashion was therefore one of the keys to international

just as quickly dropped.

success. But in today’s business environment, the BRIC cultures
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Disagreeing scale

subject. Under this model, group harmony exists when everyone
plays his prescribed role and reinforces the roles of others. To

Diﬀerent cultures actually have very diﬀerent ideas about how

suggest that others in the group are not living up to the

productive confrontation is for a team or an organization. This

expectations of their role leads to a loss of face and a disturbance

scale measures tolerance for open disagreement and inclination

of societal order.

to see it as either helpful or harmful to collegial relationships. In
confrontational cultures attacking an idea is not the same as
attacking the person. In non-confrontational cultures is not that
easy to separate the opinion from the person.

Raised in this cultural setting, Shen was shocked by the
willingness of her French colleagues to challenge her ideas in a
public forum. As she puts it, “In China, protecting another
person’s face is more important that stating what you believe is
correct.”
Other Asian cultures—especially those of Japan, Indonesia and
Thailand—are even more uncomfortable with direct disagreement
than the Chinese. Once, when conducting a program with
Toshiba Westinghouse, I asked the Japanese participants why
their culture made such strong eﬀorts to avoid confrontation. I
received the following response from Hirotake Tokunaga a few
days later.

Figure 3.16: Disagreeing scale

“Pick up a Japanese 10,000-yen and you will see the face of
Prince Shotuku. Who developed the first Japanese written

In Confucian societies like China, Korea, and Japan, preserving

constitution. Article seventeen begins with…Harmony should be

group harmony by saving face for all members of the team is of

valued and quarrels should be avoided.” This sentence is deeply

utmost importance. Confucius preached a model of five constant

etched in Japanese people’s minds. Therefore, in Japan we strive

relationships governing how the parent should behave to the

to create harmony with others, and we believe disagreement is a

child, the older sibling to the younger, the older friend to the

clear path to breaking harmony. It is considered deeply impolite

younger friend, the husband to the wife, and the ruler to the

to challenge or refute another person’s point of view openly or
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publicly. Deviation from the other person’s perspective must be

would be correlated with a similar willingness to express

made by the subtlest hint rather than boldly or argumentatively.”

disagreement?

Some who have experience working with people from the

But emotionally expressive is not the same as thing as comfort in

Netherlands, Denmark, or Germany may be surprised to find

expressing open disagreement. In some emotionally expressive

these cultures positioned so close to the French on the left-hand

cultures, such as Spain and France, people also express

side of the Disagreeing scale. After all, people from these

disagreement openly. But in other emotionally expressive cultures
such as Peru or the Philippines, people strongly avoid open
disagreement since there is a good chance it will lead to a break
in the relationship.

Scheduling scale
All businesses follow agendas and timetables, but in some
cultures people strictly adhere to the schedule, whereas in others,
they treat it as a suggestion. This scale assesses how much value
is placed on operating in a structured, linear fashion versus being
flexible and reactive.
Figure 3.17: Disagreeing scale

northern European cultures are generally considered to be
reserved in their expression of emotions. By the same token, a
Mexican or Saudi Arabian might be surprised to see the righthand positions of her culture on the scale. As one Mexican
participant in one of my programs remarked, “When a Mexican is
angry, that anger will pour out of him. We can’t hide how we feel.”

Relationships: a key to understanding the scheduling scale
As with the other cultural scales we’ve examined, the scheduling
scale is profoundly aﬀected by a number of historic factors that
shape the ways people live, work, think, and interact with one
another. Positions on the scheduling scale are partially aﬀected
by how fixed and reliable, versus dynamic and unpredictable,
daily life is in a particular country.

Isn’t it logical that a cultural readiness to express emotions openly
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If you live in Germany, you probably find that things pretty much

For example, if you are a farmer in the Nigerian countryside, most

go according to plan. Trains are reliable; traﬃc is manageable;

of the farm work is done by people, and you likely have few

systems are dependable; government rules are clear and

machines. In this environment, it doesn’t matter much if you start

enforced more or less consistently. You can probably schedule

work at 7:00 or 7:12 or even 7:32. What matters is that your work

your entire year on the assumption that your environment is not

structure is flexible enough to adapt with changes in the natural

likely to interfere greatly with your plans.

environment, and that you have invested in the critical

There’s a link between this cultural pattern and Germany’s place
in history as one of the first countries in the world to become
heavily industrialized. Imagine being a factory worker in the
German automotive industry. If you arrive at work four minutes

relationships needed to keep your workers loyal in times of
drought or flooding, erosion or insect infestation. In this
environment, productivity and profit are directly linked to the
flexibility and the relationships of the person in charge.

late, the machine for which you are responsible gets started late,

Indeed, the importance of relationships seems to be a key to

which exacts a real, measurable financial cost. To this day, the

understanding the Scheduling scale. It’s only logical that if

perception of time in Germany is partially rooted in the early

relationships are a priority, you will put them before the clock.

impact of the industrial revolution, where factory work required

Thus it’s natural that cultures that put a premium on relationship

the labor force to be on hand and in place at a precisely

building tend, with a few exceptions, to fall on the flexible-time

appointed moment.

side of the scheduling scale.

In other societies—particularly in the developing world—life

As usual, all positions on the scale should be considered in

centers around the fact
of constant
change.
Figure
3.12: Scheduling
scaleAs political systems

relative terms. Germans may complain bitterly about the British

shift and financial systems alter, as traﬃc surges and wanes, as

lack of punctuality, and Indians often feel the French are rigid with

monsoons or water shortages raise unforeseeable challenges, the

their scheduling. However, Germanic, Anglo-Saxon, and Northern

successful managers are those who have developed the ability to

European countries generally fall on the linear-time side of the

ride out the changes with ease and flexibility. Scheduling things in

scale. Latin cultures (both Latin European and Latin American)

advance is fine – but only if the time horizon if forty-eight hours or

tend to fall on the flexible-time side, with Middle Eastern and

less.

many African cultures on the far right. Asian cultures are scattered
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on this scale. Japan is linear-time, but China and (especially) India
practice flexible-time.
When you work with people from varying cultures, you find that
the scheduling dimension impacts a remarkable number of
aspects of daily life, from how meetings are run to how people
wait in line.
The section is provided by Erin Meyer’s The Culture Map:
Breaking Through the Invisible Boundaries of Global
Business.
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Chapter 4

Trade Theory

After reading this chapter, students will be able to:
• Diﬀerentiate between absolute advantage and
comparative advantage.
• Explain major theories on international trade.
• Illustrate the concept of a cluster using
contemporary examples.

Section 1

What Is International Trade?

Trade is the concept of exchanging goods and services between

first class of middlemen, trade intermediaries…A cooperative

two people or entities. International trade is then the concept of

trade network…set the pattern that would endure for the next

this exchange between people or entities in two diﬀerent

6,000 years.”

countries.

In more recent centuries, economists have focused on trying to

People or entities trade because they believe that they benefit

understand and explain these trade patterns. To better

from the exchange. They may need or want the goods or

understand how modern global trade has evolved, it’s important

services. While at the surface, this many sound very simple,

to understand how countries traded with one another historically.

there is a great deal of theory, policy, and business strategy that

Over time, economists have developed theories to explain the

constitutes international trade. So, what are the diﬀerent

mechanisms of global trade.

international trade theories?

The main historical theories are called classical and are from the
“Around 5,200 years ago, Uruk, in

perspective of a country, or country-based. By the mid-twentieth

southern Mesopotamia, was

century, the theories began to shift to explain trade from a firm,

probably the first city the world

rather than a country, perspective. These theories are referred to

had ever seen, housing more than

as modern and are firm based or company-based. Both of these

50,000 people within its six miles

categories, classical and modern, consist of several international

of wall. Uruk, its agriculture made

theories.

prosperous by sophisticated
irrigation canals, was home to the
The Uruk tablet
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Classical or country-based trade theories

people in other countries buy more from you (exports) than they
sell to you (imports), then they have to pay you the diﬀerence in

Mercantilism
Developed in the sixteenth century, mercantilism was one of the
earliest eﬀorts to develop an economic theory. This theory stated
that a country’s wealth was determined by the amount of its gold

gold and silver. The objective of each country was to have a trade
surplus, or a situation where the value of exports are greater than
the value of imports, and to avoid a trade deficit, or a situation
where the value of imports is greater than the value of exports.

and silver holdings. In its simplest sense, mercantilists believed

A closer look at world history from the 1500s to the late 1800s

that a country should increase its holdings of gold and silver by

helps explain why mercantilism flourished. The 1500s marked the

promoting exports and discouraging imports. In other words, if

rise of new nation-states, whose rulers wanted to strengthen their
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nations by building larger armies and national institutions. The

protectionist policy to guard key industries in its economy. While

objective of each country was to have a trade surplus, or a

export oriented companies usually support protectionist policies

situation where the value of exports are greater than the value of
imports, and to avoid a trade deficit, or a situation where the
value of imports is greater than the value of exports. By
increasing exports and trade, these rulers were able to amass
more gold and wealth for their countries. One way that many of
these new nations promoted exports was to impose restrictions
on imports. This strategy is called protectionism and is still used
today.

that favor their industries or firms, other companies and
consumers are hurt by protectionism. Taxpayers pay for
government subsidies of select exports in the form of higher
taxes. Import restrictions lead to higher prices for consumers,
who pay more for foreign-made goods or services. Free-trade
advocates highlight how free trade benefits all members of the
global community, while mercantilism’s protectionist policies only
benefit select industries, at the expense of both consumers and
other companies, within and outside of the industry.

Nations expanded their wealth by using their colonies around the
world in an eﬀort to control more trade and amass more riches.
The British colonial empire was one of the more successful
examples; it sought to increase its wealth by using raw materials
from places ranging from what are now the Americas and India.
France, the Netherlands, Portugal, and Spain were also
successful in building large colonial empires that generated
extensive wealth for their governing nations. Although
mercantilism is one of the oldest trade theories, it remains part of
modern thinking. Countries such as Japan, China, Singapore,
Taiwan, and even Germany still favor exports and discourage
imports through a form of neo-mercantilism in which the
countries promote a combination of protectionist policies and
restrictions and domestic-industry subsidies. Nearly every

Figure 4.1: Tariﬀs and the Navigation Acts

country, at one point or another, has implemented some form of
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Absolute advantage
In 1776, Adam Smith questioned the leading mercantile theory of
the time in The Wealth of Nations. Smith oﬀered a new trade
theory called absolute advantage, which focused on the ability of
a country to produce a good more eﬃciently than another nation.
Smith reasoned that trade between countries shouldn’t be
regulated or restricted by government policy or intervention. He

have an advantage in many areas. In contrast, another country
may not have any useful absolute advantages. To answer this
challenge, David Ricardo, an English economist, introduced the
theory of comparative advantage in 1817. Ricardo reasoned that
even if Country A had the absolute advantage in the production of
both products, specialization and trade could still occur between
two countries.

stated that trade should flow naturally according to market forces.

Comparative advantage occurs when a country cannot produce a

In a hypothetical two-country world, if Country A could produce a

product more eﬃciently than the other country; however, it can

good cheaper or faster (or both) than Country B, then Country A

produce that product better and more eﬃciently than it does

had the advantage and could focus on specializing on producing

other goods. The diﬀerence between these two theories is subtle.

that good. Similarly, if Country B was better at producing another

Comparative advantage focuses on the relative productivity

good, it could focus on specialization as well. By specialization,

diﬀerences, whereas absolute advantage looks at the absolute

countries would generate eﬃciencies, because their labor force

productivity. The idea that even though one entity may be better

would become more skilled by doing the same tasks. Production

at producing a good than a second entity, it still may be beneficial

would also become more eﬃcient, because there would be an

to trade with the second entity if they have lower opportunity

incentive to create faster and better production methods to

costs. Opportunity cost is that which you are willing to give up or

increase the specialization. Smith’s theory reasoned that with

sacrifice to make a product.

increased eﬃciencies, people in both countries would benefit and
trade should be encouraged. His theory stated that a nation’s
wealth shouldn’t be judged by how much gold and silver it had
but rather by the living standards of its people.
Comparative advantage
The challenge to the absolute advantage theory was that some
countries may be better at producing both goods and, therefore,

Let’s look at a simplified hypothetical example to illustrate the
subtle diﬀerence between these principles. Miranda is a Wall
Street lawyer who charges $500 per hour for her legal services. It
turns out that Miranda can also type faster than the administrative
assistants in her oﬃce, who are paid $40 per hour. Even though
Miranda clearly has the absolute advantage in both skill sets,
should she do both jobs? No. For every hour Miranda decides to
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type instead of do legal work, she would be giving up $460 in

wheat bushels for country A. Country B only has to give up 1

income.

wheat to produce an additional TV, (or 50/50) so the opportunity

Her productivity and income will be highest if she specializes in
the higher-paid legal services and hires the most qualified
administrative assistant, who can type fast, although a little
slower than Miranda. By having both Miranda and her assistant
concentrate on their respective tasks, their overall productivity as
a team is higher. This is comparative advantage. A person or a
country will specialize in doing what they do relatively better. In
reality, the world economy is more complex and consists of more

cost of 1 TV is 1 wheat for country B. Hence Country B can
produce TV's cheaper (in terms of wheat bushels) than country A.
Alternatively we could also say that Country A can produce wheat
cheaper (in terms of TV's) than Country B since its opportunity
cost is .50. This means that Country B should specialize in
producing TV's (lower opportunity cost compare to country A)
while Country A should specialize in producing wheat (lower
opportunity cost compared to country B).

than two countries and products. Barriers to trade may exist, and
goods must be transported, stored, and distributed. However, this
simplistic example demonstrates the basis of the comparative
advantage theory.
Comparative advantage is most easily explained with another
example between two countries:
Clearly, Country A has an absolute advantage in the production of
both wheat and TVs, meaning it can produce more of both
products compared to country B. But what about country B? That

Figure 4.2: Comparative advantage (1/2)

it means it cannot benefit from trade? On the contrary, both
countries can benefit from trading.
To find the answer we now we must look at the opportunity costs
for TVs. Country A must give up 2 wheat bushels (or 200/100) to
produce each additional TV, so the opportunity cost of 1 TV is 2

Note: To figure out the opportunity cost you must divide the
opposite good by the good you are getting the cost for. In the
above example for country A, to get the unit opportunity cost of
wheat compared to TVs you have to divide the number of TVs by
the number of wheat bushels (100/200). To get the opportunity
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cost of TVs you have to divide the number of wheat bushels by

factor or resource was a function of supply and demand. Factors

the number of TVs (100/200).

that were in great supply relative to demand would be cheaper;
factors in great demand relative to supply would be more
expensive. Their theory, also called the factor proportions theory,
stated that countries would produce and export goods that
required resources or factors that were in great supply and,
therefore, cheaper production factors. In contrast, countries
would import goods that required resources that were in short
supply, but higher demand.
For example, China and India are home to cheap, large pools of
labor. Hence these countries have become the optimal locations

Figure 4.3: Comparative advantage (2/2)

for labor-intensive industries like textiles and garments. The
Heckscher-Ohlin theory says that two countries trade goods with

Heckscher-Ohlin theory (factor proportions theory)

each other (and thereby achieve greater economic welfare), if the
following assumptions hold:

The theories of Smith and Ricardo didn’t help countries determine
which products would give a country an advantage. Both theories
assumed that free and open markets would lead countries and
producers to determine which goods they could produce more
eﬃciently. In the early 1900s, two Swedish economists,
Eli Heckscher and Bertil Ohlin, focused their attention on how a
country could gain comparative advantage by producing
products that utilized factors that were in abundance in the
country. Their theory is based on a country’s production factors—
land, labor, and capital, which provide the funds for investment in
plants and equipment. They determined that the cost of any

• The major factors of production, namely labor and capital, are
not available in the same proportion in both countries.
• The two goods produced either require relatively more capital or
relatively more labor.
• Labor and capital do not move between the two countries.
• There are no costs associated with transporting the goods
between countries.
• The citizens of the two trading countries have the same needs.
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Of the above conditions, the central one is the assumption that

• According to the Heckscher-Ohlin theory, trade makes it

capital and labor are not available in the same proportion in the

possible for each country to specialize. Each country exports

two countries. This condition leads to specialization. The country

the product the country is most suited to produce in exchange

with relatively more capital specializes - but not necessarily fully -

for products it is less suited to produce. The country that has a

in production of capital-intensive goods (which it exports in

lot of capital specializes in the production of cell phones,

exchange for labor-intensive goods) while the country with

whereas the country that has more labor specializes in the

relatively little capital specializes in production of labor-intensive

production of jeans.

goods (which it exports in exchange for capital-intensive goods).
According to the theory, the more diﬀerent the countries are—
regarding the capital-to-labor ratio—the greater the economic
gain from specialization and trade. For example, China and India
are home to cheap, large pools of labor. Hence these countries
have become the optimal locations for labor-intensive industries
like textiles and garments. Here’s an example:
• Imagine two countries that each produces both jeans and cell
phones. Although both countries use the same production
technologies, one has a lot of capital but a limited number of
workers, while the other country has little capital but lots of
workers.
• The country that has a lot of capital but few workers can
produce many cell phones but few pairs of jeans because cell
phones are capital intensive and jeans are labor intensive. The
country with many workers but little capital, on the other hand,
can produce many pairs of jeans but few cell phones.
The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

Figure 4.4: Factor proportions theory
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Section 2

Modern or Firm-Based Trade Theories
In contrast to classical, country-based trade theories, the

countries that are in the same or similar stage of development

category of modern, firm-based theories emerged after World

would have similar preferences. In this firm-based theory, Linder

War II and was developed in large part by business school

suggested that companies first produce for domestic

professors, not economists. The firm-based theories evolved

consumption. When they explore exporting, the companies often

with the growth of the multinational company (MNC). The

find that markets that look similar to their domestic one, in terms

country-based theories couldn’t adequately address the

of customer preferences, oﬀer the most potential for success.

expansion of either MNCs or intra-industry trade, which refers to

Linder’s country similarity theory then states that most trade in

trade between two countries of goods produced in the same

manufactured goods will be between countries with similar per

industry. For example, Japan exports Toyota vehicles to

capita incomes, and intra-industry trade will be common. This

Germany and imports Mercedes-Benz automobiles from

theory is often most useful in understanding trade in goods

Germany.

where brand names and product reputations are important

Unlike the country-based theories, firm-based theories
incorporate other product and service factors, including brand
and customer loyalty, technology, and quality, into the

factors in the buyers’ decision-making and purchasing
processes.

Porter Diamond Theory of National Advantage

understanding of trade flows.

Country similarity theory
Swedish economist Steﬀan Linder developed the country
similarity theory in 1961, as he tried to explain the concept of
intra-industry trade. Linder’s theory proposed that consumers in

In the continuing evolution of international trade theories,
Michael Porter of Harvard Business School developed a new
model to explain national competitive advantage in 1990.
Porter’s theory stated that a nation’s competitiveness in an
industry depends on the capacity of the industry to innovate and
upgrade.
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His theory focused on explaining why

scale. There is plenty of evidence for this assertion. The fierce

some nations are more competitive in

rivalry that exists among German pharmaceutical companies

certain industries. To explain his

has made them a formidable force in the global market. And

theory, Porter identified four

the intense battle for domestic market share has strengthened

determinants that he linked together.

the competitive position of Japanese automobile

The four determinants are (1) local
market resources and capabilities, (2)

Michael Porter

manufacturers abroad.
3. Local market demand conditions. Porter believed that a

local market demand conditions, (3)

sophisticated home market is critical to ensuring ongoing

local suppliers and complementary

innovation, thereby creating a sustainable competitive

industries, and (4) local firm characteristics.
1. Local market resources and capabilities (factor conditions).
Porter recognized the value of the factor proportions theory,
which considers a nation’s resources (e.g., natural resources
and available labor) as key factors in determining what
products a country will import or export. Porter added to these
basic factors a new list of advanced factors, which he defined
as skilled labor, investments in education, technology, and
infrastructure. He perceived these advanced factors as
providing a country with a sustainable competitive advantage.
2. Local firm characteristics. Local firm characteristics include
firm strategy, industry structure, and industry rivalry. Local
strategy aﬀects a firm’s competitiveness. A healthy level of
rivalry between local firms will spur innovation and
competitiveness. The more vigorous the domestic competition
is, the more successful firms are likely to compete on a global

advantage. Companies whose domestic markets are
sophisticated, trendsetting, and demanding forces continuous
innovation and the development of new products and
technologies. Many sources credit the demanding US
consumer with forcing US software companies to continuously
innovate, thus creating a sustainable competitive advantage in
software products and services. Large home markets act as a
stimulus for industry development. And when a large home
market develops before it takes hold elsewhere in the world,
experienced firms have ample incentives to look for business
abroad when saturation at home begins to set in. The
motorcycle industry in Japan, for example, used its scale
advantage to create a global presence following an early start
at home. Porter found that it is not just the location of early
demand but its composition that matters. A product’s
fundamental or core design nearly always reflects homemarket needs. As such, the nature of the home-market needs
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and the sophistication of the home-market buyer are important

stimulating new businesses in the field. According to Porter, in the

determinants of the potential of the industry to stake out a

modern global economy, comparative advantage—how certain

future global position. It was helpful to the U.S. semiconductor

locations have special endowments (i.e., harbor, cheap labor) to

industry, for example, that the government was an early,

overcome heavy input costs—is less relevant. Now, competitive

sophisticated, and relatively cost-insensitive buyer of chips.

advantage—how companies make productive use of inputs,

These conditions encouraged the industry to develop new

requiring continual innovation—is more important.

technologies and provided early opportunities to manufacture
on a substantial scale.
4. Local suppliers and complementary industries. To remain

Put in another way, a business cluster is a geographical location
where enough resources and competences amass reach a critical
threshold, giving it a key position in a given economic branch of

competitive, large global firms benefit from having strong,

activity, and with a decisive sustainable competitive advantage

eﬃcient supporting and related industries to provide the inputs

over other places, or even a world supremacy in that field. This

required by the industry. Certain industries cluster

site is a great place to learn more about clusters.

geographically, which provides eﬃciencies and productivity.
Clustering is a geographic concentration of related companies,
organizations, and institutions in a particular industry gathered
together in close proximity. Examples included the Silicon
valley and movie industries in California, banking centers in
London and New York, flower-growing business in the
Netherlands, footwear, fashion, ceramic tiles in Italy,
information services in Bangalore, IT in Cambridge, digital
Media in Seoul, biopharma in Boston, or tourism in Fort
Lauderdale.
Michael Porter claims that clusters have the potential to aﬀect

The two final components of Porter’s model are public policy and
chance. There can be no doubt that government policy can—
through infrastructure, incentives, subsidies, or temporary
protection—nurture global industries. Whether such policies are
always eﬀective is less clear. The chance element allows for the
influence of random events such as where and when fundamental
scientific breakthroughs occur, the presence of entrepreneurial
initiative, and sheer luck. For example, the early U.S. domination
of the photography industry is as much attributable to the fact
that George Eastman (of Eastman Kodak) and Edwin Land (of
Polaroid) were born here than to any other factor.

competition in three ways: by increasing the productivity of the
companies in the cluster, by driving innovation in the field, and by
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Figure 4.5: Porter’s Diamond Determinants
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Figure 4.6: Tourism cluster in Ft. Lauderdale
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Use the following scrolling side bar to read a Harvard Business

Which trade theory is dominant today?

Review case study titled “Clusters and the New Economics of
The theories covered in this chapter are simply that—theories.

Competition”:

While they have helped economists, governments, and

Clusters and the New Economics of
Competition
By Michael Porter

businesses better understand international trade and how to
promote, regulate, and manage it, these theories are occasionally
contradicted by real-world events. Countries don’t have absolute
advantages in many areas of production or services and, in fact,
the factors of production aren’t neatly distributed between

Paradoxically, the enduring competitive advantages in a
global economy lie increasingly in local things—
knowledge, relationships, and motivation that distant
rivals cannot match.

countries. Some countries have a disproportionate benefit of

NOW THAT COMPANIES can source capital, goods,
information, and technology from around the world,
often with the click of a mouse, much of the
conventional wisdom about how companies and
nations compete needs to be overhauled. In theory,
more open global markets and faster transportation and
communication should diminish the role of location in
competition. After all, anything that can be eﬃciently
sourced from a distance through global markets and
corporate networks is available to any company and
therefore is essentially nullified as a source of
competitive advantage.

range of agricultural products. It also has extensive access to

But if location matters less, why, then, is it true that the
odds of finding a world-class mutual-fund company in
Boston are much higher than in most any other place?
Why could the same be said of textile-related
companies in North Carolina and South Carolina, of

some factors. The
United States has ample arable land that can be used for a wide
capital. While its labor pool may not be the cheapest, it is among
the best educated in the world. These advantages in the factors
of production have helped the United States become the largest
and richest economy in the world. Nevertheless, the United
States also imports a vast amount of goods and services, as US
consumers use their wealth to purchase what they need and want
—much of which is now manufactured in other countries that
have sought to create their own comparative advantages through
cheap labor, land, or production costs.
As a result, it’s not clear that any one theory is dominant around
the world. This section has sought to highlight the basics of
international trade theory to enable you to understand the realities
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that face global businesses. In practice, governments and
companies use a combination of these theories to both interpret
trends and develop strategy. Just as these theories have evolved
over the past five hundred years, they will continue to change and
adapt as new factors impact international trade.
The section is provided by Saylor Academy's Fundamentals
of Global Strategy.
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Chapter 5

Economic
Integration

After reading this chapter, students will be able to:
• Understand the pros and cons of trading blocs.
• Compare and contrast various types of trade
agreements.
• Explain the implications of the U.K. leaving the
European Union and the future of the economic
union.
• Be familiar with the USMCA agreement and its
implications for those doing business in the U.S.

Following World War II, there has been a shift in thinking toward

that have been more substantive than others in creating

trade. Nations have moved away from thinking that trade was a

economic cooperation.

zero-sum game of either win or lose to a philosophy of increasing
trade for the benefit of all. Additionally, coming out of a second
global war that destroyed nations, resources, and the balance of

There are four main types of international trade blocs:
1. Free trade area: This is the most basic form of economic

peace, nations were eager for a new model that would not only

cooperation. Member countries remove all barriers to trade

focus on promoting and expanding free trade but would also

between themselves but are free to independently determine

contribute to world peace by creating international economic,

trade policies with nonmember nations. An example is the

political, and social cooperative agreements and institutions to

USMCA, formerly the North American Free Trade Agreement

support them. While this may sound impossible to achieve,

(NAFTA).

international agreements and institutions have succeeded—at a
minimum—in creating an ongoing forum for dialogue on trade

2. Customs union: This type provides for economic cooperation

and related issues. Reducing the barriers to trade and expanding

as in a free-trade zone. Barriers to trade are removed between

global and regional cooperation have functioned as flatteners in

member countries. The primary diﬀerence from the free trade

an increasingly flat world. And review the specific economic

area is that members agree to treat trade with nonmember

agreements governing global and regional trade—the successes

countries in a similar manner. The Gulf Cooperation Council

and the challenges.

(GCC) is an example.

What is regional economic integration?

3. Common market: This type allows for the creation of
economically integrated markets between member countries.

Regional economic integration has enabled countries to focus on

Trade barriers are removed, as are any restrictions on the

issues that are relevant to their stage of development as well as

movement of labor and capital between member countries.

encourage trade between neighbors. An international trade bloc

Like customs unions, there is a common trade policy for trade

is basically a free-trade zone, or near free-trade zone, formed by

with nonmember nations. The primary advantage to workers is

one or more tax, tariﬀ, and trade agreements between two or

that they no longer need a visa or work permit to work in

more countries. Some trading blocs have resulted in agreements

another member country of a common market.
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4.Economic union: This type

significantly contributes to the relatively high growth rates in the

is created when countries enter

less-developed countries.

into an economic agreement to
remove barriers to trade and
adopt common economic

• Employment opportunities: By removing restrictions on labor
movement, economic integration can help expand job
opportunities.

policies. An example is the
EU flag

European Union (EU). In the

past decade, there has been an increase in these trading blocs
with more than one hundred agreements in place and more in
discussion. A trade bloc is basically a free-trade zone, or nearfree-trade zone, formed by one or more tax, tariﬀ, and trade
agreements between two or more countries. Some trading
blocs have resulted in agreements that have been more
substantive than others in creating economic cooperation. Of
course, there are pros and cons for creating regional
agreements.
Pros
The pros of creating regional agreements include the following:

• Consensus and cooperation: Member nations may find it
easier to agree with smaller numbers of countries. Regional
understanding and similarities may also facilitate closer political
cooperation.
Cons
The cons involved in creating regional agreements include the
following:
• Trade diversion: The flip side to trade creation is trade
diversion. Member countries may trade more with each other
than with nonmember nations. This may mean increased trade
with a less eﬃcient or more expensive producer because it is in
a member country. In this sense, weaker companies can be
protected inadvertently with the bloc agreement acting as a

• Trade creation: These agreements create more opportunities

trade barrier. In essence, regional agreements have formed new

for countries to trade with one another by removing the barriers

trade barriers with countries outside of the trading bloc. An

to trade and investment. Due to a reduction or removal of tariﬀs,

example of trade diversion is the UK's import of lamb. Before

cooperation results in cheaper prices for consumers in the bloc

Britain joined the EU, most lamb imports came from New

countries. Studies indicate that regional economic integration

Zealand, the cheapest lamb producer. However, when Britain
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• Loss of national sovereignty: With each new round of
discussions and agreements within a regional bloc, nations may
find that they have to give up more of their political and
economic rights. In the opening case study, you learned how
the economic crisis in Greece is threatening not only the EU in
general but also the rights of Greece and other member nations
to determine their own domestic economic policies.

Brief description of main regional blocs
USMCA
The goal of the USMCA (formerly NAFTA) has been to encourage
trade between Canada, the United States, and Mexico. By
Figure 5.1: Integration and complexity

joined the EU the common external tariﬀ made it more
expensive to import lamb from New Zealand than from
countries inside the union, thus France became the majority
exporter of lamb to the UK. Trade was diverted from New
Zealand and created between France and the UK.
• Employment shifts and reductions: Countries may move

reducing tariﬀs and trade barriers, the countries hope to create a
free-trade zone where companies can benefit from the transfer of
goods. In the 1980s, Mexico had tariﬀs as high as 100 percent on
select goods. Over the first decade of the agreement, almost all
tariﬀs between Mexico, Canada, and the United States were
phased out. The rules governing origin of content are key to
USMCA. As a free trade agreement, the member countries can
establish their own trading rules for nonmember countries.

production to cheaper labor markets in member countries.

USMCA’s rules ensure that a foreign exporter won’t just ship to

Similarly, workers may move to gain access to better jobs and

the USMCA country with the lowest tariﬀ for nonmember

wages. Sudden shifts in employment can tax the resources of

countries. USMCA rules require that at least 50 percent of the net

member countries.

cost of most products must come from or be incurred in the
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USMCA region. There are

USMCA hasn’t been as impactful as its supporters had hoped nor

higher requirements for

as detrimental to workers and companies as its critics had feared.

footwear and cars. For

As part of USMCA, two side agreements addressing labor and

example, this origin of

environmental standards were put into place. The expectation

content rule has ensured

was that these side agreements would ensure that Mexico had to

that cheap Asian
USMCA nations

manufacturers wouldn’t

negotiate lower tariﬀs with one USMCA country, such as Mexico,
and dump cheap products into Canada and the United States.
Mexican maquiladoras have fared well in this arrangement by
being the final production stop before entering the United States
or Canada. Maquiladoras are production facilities located in

move toward improving working conditions. Mexico has fared the
best from USMCA as trade has increased dramatically.
Maquiladoras in Mexico have seen a 15 percent annual increase
in income. By and large, Canadians have been supportive of
USMCA and exports to the region have increased in the period
since implementation. “Tri-lateral merchandise trade has nearly
tripled since USMCA came into force in 1994. It topped $1 trillion
in 2008.”

border towns in Mexico that take imported materials and produce
the finished good for export, primarily to Canada or the United

South America’s MERCOSUR

States.

The Common Market of the South, Mercado Común del Sur, or

Canadian and US consumers have benefited from the lower-cost
Mexican agricultural products. Similarly, Canadian and US
companies have sought to enter the expanding Mexican
domestic market. Many Canadian and US companies have
chosen to locate their manufacturing or production facilities in
Mexico rather than Asia, which was geographically far from their
North American bases. When it was introduced, USMCA was
highly controversial in the US and still is, especially under
President Trump, where many feel that the US got an unfair deal
and many US jobs are being lost to Mexico. In the long run,

MERCOSUR, was originally established in 1988 as a regional
trade agreement between Brazil and Argentina and then was
expanded in 1991 to include Uruguay and Paraguay. Over the
past decade, Bolivia, Chile, Colombia, Ecuador, and Peru have
become associate members. MERCOSUR constituents compose
nearly half of the wealth created in all of Latin America as well as
40 percent of the population. Now the world’s fourth-largest
trading bloc after the EU, USMCA, and the Association of South
East Asian Nations (ASEAN), the group has been strategically
oriented to develop the economies of its constituents, helping
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them become more internationally competitive so that they would

out, while Venezuela joined for about twenty years and left in

not have to rely on the closed market arena. MERCOSUR has

2006. This trading bloc had limited impact for the first two

brought nations with long-standing rivalries together. Although

decades of its existence but has experienced a renewal of

this is an economic trade initiative, it has also been designed with

interest after MERCOSUR’s implementation. In 2007,

clear political goals. MERCOSUR is committed to the

MERCOSUR members became associate members of the

consolidation of democracy and the maintenance of peace

Andean Community, and more cooperative interaction between

throughout the southern cone. For example, it has taken stride to

the trading groups is expected.

reach agreements between Brazil and Argentina in the nuclear
field. MERCOSUR has emerged as one of the most dynamic and

CAFTA-DR

imaginative initiatives in the region. Surging trade, rising

The Dominican Republic–Central America–United States Free

investment, and expanding output are the economic indicators

Trade Agreement (CAFTA-DR) is a free trade agreement signed

that point to the group’s remarkable achievement. More than this,

into existence in 2005. Originally, the agreement (then called the

the integration is helping transform national relations among

Central America Free Trade Agreement, or CAFTA) encompassed

South American nations and with the world as a whole, forging a

discussions between the US and the Central American countries

new sense of shared leadership and shared purpose, which is

of Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua.

sending ripples of hope across the continent and beyond.

A year before the oﬃcial signing, the Dominican Republic joined

Other Trade Agreements in the Americas
CARICOM and Andean Community
The Caribbean Community and Common Market (CARICOM), or
simply the Caribbean Community, was formed in 1973 by
countries in the Caribbean with the intent of creating a single
market with the free flow of goods, services, labor, and
investment. The Andean Community (called the Andean Pact until
1996) is a free trade agreement signed in 1969 between Bolivia,
Chile, Colombia, Ecuador, and Peru. Eventually Chile dropped

the negotiations, and the agreement was renamed CAFTA-DR.
The goal of the agreement is the creation of a free trade area
similar to USMCA. For free trade advocates, the CAFTA-DR is
also seen as a stepping stone toward the eventual establishment
of the Free Trade Area of the Americas (FTAA)—the more
ambitious grouping for a free trade agreement that would
encompass all the South American and Caribbean nations as well
as those of North and Central America (except Cuba). Canada is
currently negotiating a similar treaty called the Canada Central
American Free Trade Agreement. It’s likely that any resulting
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agreements will have to reconcile diﬀerences in rules and
regulations with NAFTA as well as any other existing agreements.
European Union
The European Union (EU) has identified three aims:
1. The first was to establish a single, common currency, which
went into eﬀect in 1999.

Association of Southeast Asian Nations
The Association of Southeast Asian Nations (ASEAN) was created
in 1967 by five founding-member countries: Malaysia, Thailand,
Indonesia, Singapore, and the Philippines. Since inception,
Myanmar (Burma), Vietnam, Cambodia, Laos, and Brunei have
joined the association. ASEAN’s primary focus is on economic,
social, cultural, and technical cooperation as well as promoting
regional peace and stability. Although less emphasized today, one

2. The second was to set up monetary and fiscal targets for
member countries.
3. Third, the treaty called for a political union, which would
include the development of a common foreign and defense
policy and common citizenship.

of the primary early missions of ASEAN was to prevent the
domination of Southeast Asia by external powers—specifically
China, Japan, India, and the United States. In 2002, ASEAN and
China signed a free trade agreement that went into eﬀect in 2010
as the ASEAN– China Free Trade Area (ACFTA). In 2009, ASEAN
and India also signed the ASEAN–India Free Trade Agreement

Despite the challenges, the EU is likely to endure given its historic

(FTA). In 2009, ASEAN signed a free trade agreement with New

legacy. Furthermore, a primary goal for the development of the

Zealand and Australia.

EU was that Europeans realized that they needed a larger trading
platform to compete against the US and the emerging markets of

Cooperation Council for the Arab States of the Gulf

China and India. Individually, the European countries would never

The Cooperation Council for the Arab States of the Gulf, also

have the economic power they now have collectively as the EU.
Today, the EU has twenty-eight member countries. In 2016, UK
nationals voted to leave the European Union in a referendum
known as Brexit. The main reason for leaving was the perceived
loss of control over the country’s’ political, fiscal and migratory
policies

known as the Gulf Cooperation Council (GCC), was created in
1981. The six member states are Bahrain, Kuwait, Saudi Arabia,
Oman, Qatar, and the United Arab Emirates (UAE). As a political
and economic organization, the group focuses on trade,
economic, and social issues. The GCC has become as much a
political organization as an economic one. Among its various
initiatives, the GCC calls for the coordination of a unified military
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presence in the form of a Peninsula Shield Force. In 1989, the

•

Community of Sahel-Saharan States (CEN-SAD)

GCC and the EU signed a cooperation agreement. “Trade

•

Common Market for Eastern and Southern Africa (COMESA)

between the EU and the GCC countries totaled €79 billion in 2009

•

East African Community (EAC)

and should increase under the FTA. And while strong economic

•

Economic Community of Central African States (ECCAS/

relations remain the basis for mutual ties, the EU and the GCC

CEEAC)

also share common interests in areas such as the promotion of

•

Economic Community of West African States (ECOWAS)

alternative energy, thus contributing to the resolution of climate

•

Intergovernmental Authority on Development (IGAD)

change and other pressing environmental concerns; the

•

Southern African Development Community (SADC)

promotion of proper reform for the global economic and financial

•

Arab Maghreb Union (AMU/UMA)

policies; and the enhancement of a comprehensive rules-based
international system.” In 2008, the GCC formed a common
market, enabling free flow of trade, investment, and workers. In
December 2009, Bahrain, Saudi Arabia, Kuwait, and Qatar
created a monetary council with the intent of eventually creating a
shared currency. Since its creation, the GCC has contributed not
only to the expansion of trade but also to the development of its
countries and the welfare of its citizens, as well as promoting
peace and stability in the region.
African Economic Community

Economists argue that free trade zones are particularly suited to
African countries which were created under colonial occupation
when land was divided up, often with little regard for the
economic sustainability of the newly created plot. Plus, postindependence conflict in Africa has left much of the continent
with a legacy of poor governance and a lack of political
integration which free trade zones aim to address.
The section is provided by Saylor Academy’s Fundamentals
of Global Strategy.

The African Economic Community (AEC) is an organization of the
African Union states. Signed in 1991 and implemented in 1994, it
provides for a staged integration of the regional economic
agreements. Several regional agreements function as pillars of the
AEC:
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Chapter 6

Trade Policy
& Trade
Barriers
After reading this chapter, students will be able to:

• Determine the various ways a country may use
trade policies to regulate its relationship with
other countries.
• Argue for and against the use of tariﬀs in
international trade.
• Examine the various types of tariﬀs and non-tariﬀ
barriers using contemporary examples.

Section 1

We have learned that International trade increases the number of

impose restrictions because it feels impelled to take account of

goods that domestic consumers can choose from, decreases the

factors that comparative advantage sets aside. It is of interest to

cost of those goods through increased competition, and allows

note that insofar as goods and services are concerned, the

domestic industries to ship their products abroad. While all of

general pattern of interference follows the old mercantilist dictum

these seem beneficial, free trade is not widely accepted as

of discouraging imports and encouraging exports.

completely advantageous to all parties. This chapter looks at
how countries react to the variety of factors that attempt to
influence trade.

Tariﬀs
A tariﬀ, or duty, is a tax levied on products when they cross the

Regardless of the virtues of unrestricted trade, all nations

boundary of a customs area. The boundary may be that of a

interfere with international transactions to some

nation or a group of nations that has agreed to impose a

degree. Tariﬀs may be imposed on imports—in some instances

common tax on goods entering its territory. Tariﬀs are often

making them so costly as to bar completely the entry of the good

classified as either protective or revenue-producing. Protective

involved. Quotas may limit the permissible volume of imports.

tariﬀs are designed to shield domestic production from foreign

State subsidies may be oﬀered to encourage exports. Money-

competition by raising the price of the imported commodity.

capital exports may be restricted or prohibited. Investment by

Revenue tariﬀs are designed to obtain revenue rather than to

foreigners in domestic plant and equipment may be similarly

restrict imports. The two sets of objectives are, of course, not

restrained.

mutually exclusive. Protective tariﬀs—unless they are so high as

These interferences may be simply the result lobbing by specialinterest groups, because particular industries suﬀer as a
consequence of import competition. Or a government may

to keep out imports—yield revenue, while revenue tariﬀs give
some protection to any domestic producer of the duty-bearing
goods.
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Tariﬀs may be imposed in diﬀerent ways, each of which will have

Dumping occurs when a foreign firm sells a product abroad at a

a diﬀerent eﬀect on the economy of the country imposing them.

price that is below the price that the exporter charges in its own

By raising the prices of imported goods, tariﬀs may encourage

local market or alternatively, at a price less than costs of

domestic production. As expenditures on domestic products rise,

production and shipping. Dumping is common in international

domestic employment tends to do likewise. This is why tariﬀs are

trade, even though the rules of the World Trade Organization

favored by industries that find themselves pressed by foreign

(WTO) discourage this activity.

competitors. The tariﬀ may also encourage tendencies toward a
monopolistic market structure to the extent that it lessens foreign
competition, with a resulting decrease in the incentive to
modernize or innovate. Because tariﬀs increase the price of an
imported commodity, they may also reduce its consumption. The
decrease in demand could be large enough in relation to the
world market to force the price of the import down. Finally, tariﬀs

Under the rules of the WTO, an importing country is entitled to
apply a tariﬀ—called an antidumping duty—any time that a
foreign firm is dumping its product. The amount of the
antidumping duty is calculated as the diﬀerence between the
exporter’s local price and the “dumped” price in the importing
country.

can be used as a way to raise revenues, which is quite tempting

There are many examples of countries applying antidumping

for developing countries because it is easier to collect, as

duties. In 2006 the European Union applied tariﬀs of 10% to

opposed to collecting income taxes which can be easily evaded

16.5% on shoes imported from China and 10% on shoes

or simply never paid.

imported from Vietnam. These antidumping duties were justified

The role that tariﬀs play in international trade has declined in
modern times. One of the primary reasons for the decline is the
introduction of international organizations designed to improve
free trade, such as the World Trade Organization (WTO). Such
organizations make it more diﬃcult for a country to levy tariﬀs and
taxes on imported goods, and can reduce the likelihood of
retaliatory taxes.

because of the low prices at which the imported shoes are sold in
Europe. These duties expired in 2011. A recent example of
antidumping duties from the United States are those applied to
the imports of solar panels from China. A trade case was filed in
2011 against Chinese exporters of photovoltaic cells, or solar
panels. Several U.S. companies argued that the Chinese firms
were dumping solar panels into the United and also that these
firms were receiving substantial export subsidies from the
Chinese government. These twin claims of dumping and of export
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subsidies triggered several investigations by the U.S. Department

prices 32% below costs, and that a second group of producers

of Commerce and the International Trade Commission (ITC), to

were selling at 18% below costs. The 32% and 18% gaps include

determine the U.S. response.

an export subsidy of about 11%. Because there was an additional

The ITC completed its first investigation in December 2011, and
made a preliminary finding that the U.S. companies bringing the
trade case had been harmed—or “materially injured”—by the U.S.
imports of solar panels from China. From 2009 to 2011, imports

export subsidy of 4% to 6% paid to the Chinese producers that
was not reflected in the 32% and 18% gaps between costs and
prices, tariﬀs of 36% were recommended for the first group of
producers, and tariﬀs of 24% were recommended for the others.

of solar panels from China increased by four times, and their

In November 2012, the ITC made a final determination of material

value grew from $640 million to more than $3 billion. During this

injury to the U.S. solar panel industry, and the tariﬀs went into

period, several American solar panel producers went bankrupt, so

eﬀect. Not all American producers supported these tariﬀs,

it was not surprising that the ITC found material injury due to

however, because they raised costs for firms such as SolarCity

imports.

Corp., which finances and installs rooftop solar systems. These

Following the ITC’s investigation, the U.S. Department of
Commerce held two inquiries during 2012 to determine the extent
of dumping and the extent of Chinese export subsidies. It is
particularly diﬃcult to determine the extent of dumping when the
exporting firm is based in a nonmarket economy like China,

firms are the consumers of the imported solar panels and they
face higher prices as a result of the tariﬀs. Despite the tariﬀs, the
installation of solar panels is a thriving industry in the United
States today, and the higher prices protect the remaining U.S.
manufacturers of solar panels.

because it is hard to determine the market-based costs of the

In 1983 Harley-Davidson, the legendary U.S.-based motorcycle

firms. To address this diﬃculty, the Department of Commerce

manufacturer, was in trouble. It was suﬀering losses due to a long

looked at the costs of production in another exporting country—

period of lagging productivity combined with intense competition

Thailand—and used those costs to estimate what market-based

from Japanese producers. Two of these producers, Honda and

costs in China would be. In a preliminary ruling in May 2012, and

Kawasaki, not only had plants in the United States but also

a later ruling in October 2012, the Department of Commerce

exported Japan-made goods to the United States. Two other

found that a group of aﬃliated producers, all owned by Suntech

Japanese producers, Suzuki and Yamaha, produced and

Power Holdings, Co., Ltd., were selling in the United States at

exported their products from Japan. In the early 1980s these four
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Japanese firms were engaged in a global price war that spilled

President Reagan approved the recommendation from the ITC,

over into the U.S. market, and inventories of imported

and tariﬀs were imposed on imports of heavyweight motorcycles.

heavyweight cycles rose dramatically in the United States. Facing

These tariﬀs were initially very high, but they declined over five

this intense import competition, Harley-Davidson applied to the

years. The initial tariﬀ, imposed on April 16, 1983, was 45%; it

International Trade Commission (ITC) for Section 201 protection.

then fell annually to 35%, 20%, 15%, and 10% and was

As required by law, the ITC engaged in a study to determine the

scheduled to end in April 1988. In fact, Harley-Davidson

source of injury to the industry, which in this case was identified

petitioned the ITC to end the tariﬀ one year early, after the 15%

as heavyweight (more than 700 cc) motorcycles. Among other

rate expired in 1987, by which time it had cut costs and

factors, it studied the buildup of inventories by Japanese

introduced new and very popular products so that profitability

producers in the United States.

had been restored. Amid great fanfare, President Reagan visited
The ITC determined
that there was more

that the tariﬀ had been a successful case of protection.

than nine months’

The steel tariﬀ of 2002–2004 was applied by the United States

worth of inventory of

under Article XIX of the WTO. The idea was to protect more than

Japanese motorcycles

30 steel makers who had declared bankruptcy in recent years and

already in the United

the price of basic steel has fallen dramatically. The other option

States, which could

would have been $10 billion bailout of pension and health care

depress the prices of

costs for retired workers from bankrupt steel companies.

heavyweight cycles
and threaten bankruptcy for Harley-Davidson. As a result, the ITC
recommended to President Ronald Reagan that import protection
be placed on imports of heavyweight motorcycles. This case is
interesting because it is one of the few times that the threat of
injury by imports has been used as a justification for tariﬀs under
Section 201 of U.S. trade law.

the Harley-Davidson plant in Milwaukee, Wisconsin, and declared

Initially, the tariﬀs were meant to be in place for three years and to
decline over time. Knowing that U.S. trading partners would be
upset by this action, President Bush exempted some countries
from the tariﬀs on steel. The countries exempted included
Canada, Mexico, Jordan, and Israel, all of which have free-trade
agreements with the United States, and 100 small developing
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countries that were exporting only a very small amount of steel to

negative impact on the United States, such as oranges from

the United States.

Florida, where Jeb Bush, the president’s brother, was governor.

The tariﬀs on steel most heavily aﬀected Europe, Japan, and

The threat of tariﬀs being imposed on these products led

South Korea, along with some developing countries (Brazil, India,

President Bush to reconsider the U.S. tariﬀs on steel. On

Turkey, Moldova, Romania, Thailand, and Venezuela) that were

December 5, 2003, he announced that they would be suspended

exporting a significant amount of steel to the United States.

after being in place only 19 months rather than the three years as

These countries objected to the restriction on their ability to sell

initially planned. This chain of events illustrates how the use of

steel to the United States.

tariﬀs by an importer can easily lead to a response by exporters

The countries in the European Union (EU) therefore took action by
bringing the case to the WTO. They were joined by Brazil, China,
Japan, South Korea, New Zealand, Norway, and Switzerland. The

and a tariﬀ war. The elimination of the steel tariﬀs by President
Bush avoided such a retaliatory tariﬀ war.

Non-tariﬀ barriers

WTO evaluated this case and, in early November 2003, ruled that
the United States had failed to suﬃciently prove that its steel

Other government regulations and practices may also act as

industry had been harmed by a sudden increase in imports and

barriers to trade. Quotas or quantitative restrictions may prohibit

therefore did not have the right to impose “safeguard” tariﬀs.

the importation of certain commodities or limit the amounts

The WTO ruling was made on legal grounds: that the United
States had essentially failed to prove its case (i.e., its eligibility for
Article XIX protection).

imported. Such quotas are usually administered by requiring
importers to have licenses to import particular products. Quotas
raise prices just as tariﬀs do, but, being set in physical terms,
their impact on imports is direct, with an absolute ceiling set on

The WTO ruling entitled the European Union and other countries

quantity. Increased prices will not bring more goods in. There is

to retaliate against the United States by imposing tariﬀs of their

also a diﬀerence between tariﬀs and quotas in their eﬀect on

own against U.S. exports. The European countries quickly began

revenues. With tariﬀs, the government receives the revenue:

to draw up a list of products—totaling some $2.2 billion in U.S.

under quotas, the import license holders obtain a windfall in the

exports—against which they would apply tariﬀs. The European

form of the diﬀerence between the high domestic price and the

countries naturally picked products that would have the greatest

low international price of the import.
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Another barrier is the voluntary export restraint (VER), noted for

The threat of import competition from China led the United States

having a less-damaging eﬀect on the political relations between

and Europe to negotiate new temporary import quotas with

countries. It is also relatively easy to remove. This approach was

China.

applied in the early 1980s when Japanese automakers, under
pressure from U.S. competitors, “voluntarily” limited their exports
of automobiles to the U.S. market. Like quotas, VERs limit the
quantity of trade and therefore tend to raise the prices of
imported goods. In this case, the VER made Japanese
automobiles less available in the United States and raised the
prices that U.S. consumers had to pay for them, thereby making
domestically produced cars more attractive. This approach also
allowed Japanese exporters to charge higher prices. As a result,

After January 1, 2005, exports of textiles and apparel from China
grew rapidly. For example, exports of Chinese tights and
pantyhose to the European Union increased by 2,000% in
January and February, as compared with a year earlier; imports of
pullovers and jerseys from China jumped nearly 1,000%; and
imports of trousers more than tripled. Overall in 2005, China’s
textile and apparel imports to the United States rose by more
than 40% as compared with the year before

the Japanese exporters, rather than U.S. importers, reaped much

The surge in exports from China to the United States and Europe

of the windfall from the VER. VERs are usually not voluntary in any

was short-lived, however. The European Union threatened to

meaningful sense. In this example, the Japanese automakers

impose new quotas on Chinese exports, and in response, China

agreed to a VER in order to avoid a U.S. import quota.

agreed on June 11, 2005, to “voluntary export restraint” that

On January 1, 2005, China was poised to become the world’s
largest exporter of textiles and apparel. On that date, a system of
worldwide import quotas known as the Multifibre Arrangement
(MFA) was abolished. Under the Multifibre Arrangement, which
begun in 1974, import quotas restricted the amount of nearly
every textile and apparel product that was imported to Canada,
the European countries, and the United States. These countries

would limit its growth of textile exports to about 10% per year
through the end of 2008. For the United States, the ability to
negotiate a new system of quotas with China had been
guaranteed by a special agreement with China when it joined the
WTO in 2001. Under this agreement, China was limited to a 7.5%
annual growth in its textile exports to the United States, from
2005 to 2008.

limited their textile imports to protect their own domestic firms

Still other barriers include state trading organizations and

producing those products. With the end of the MFA, China was

government procurement practices that may be used

ready to enjoy greatly increased exports—but this did not occur.

preferentially. In the United States, “buy American” legislation
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requires government procurement agencies to favor domestic

made domestically, or can say that 15% of the value of the good

goods. Customs classification and valuation procedures, health

must come from domestically produced components.

regulations, and marking requirements may also have a restrictive
eﬀect on trade.

USMCA has such stipulation in the agreement which requires that
the regional value content for autos and light vehicles, and their

An import license is granted to a business by the government,

engines and transmissions coming from must be 75%. The

and allows the business to import a certain type of good into the

regional value-content requirement for other vehicles (e.g.,

country. For example, there could be a restriction on imported

tractors, vehicles for the transport of 16 or more persons, trucks),

wine, and licenses would be granted to certain companies

and their engines and transmissions, as well as other auto parts is

allowing them to act as importers. This creates a restriction on

65%. This means that 75% of the components of cars made in

competition, and increases prices faced by consumers.

Mexico for the American market must come from the USA.

Quota Licenses are permits to import the quantity allowed under

Product standards, packaging, & labeling

the quota system, which can be given to Home firms, which are
then able to import at the world price and sell locally, earning the
diﬀerence between these as rents. An example of this is the dairy
industry in the United States, in which U.S. producers of cheese
receive licenses to import from abroad. One downside of this
approach is that firms might engage in bribery or other lobbying
activities to obtain the licenses.
Instead of placing a quota on the number of goods that can be
imported, the government can require that a certain percentage
of a good be made domestically. The restriction can be a
percentage of the good itself, or a percentage of the value of the
good. For example, a restriction on the import of computers
might say that 25% of the pieces used to make the computer are

Countries usually impose standards on classification, labeling and
testing of products in order to be able to sell domestic products,
but also to block sales of products of foreign manufacturer. These
standards are occasionally imposed in order to protect the safety
and health of local populations, but sometimes it is done to
protect local industries.
Example: In 2007 China signed an agreement to prohibit the use
of lead paint on toys exported to the United States. The
agreement, was negotiated after recalls of millions of toys
decorated with paint containing the metal, which can be toxic if
ingested. China had faced stiﬀ pressure after an array of its
exports, including toys, pet food ingredients, fish and jewelry, had
been recalled over health and safety concerns. In the pact,
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Beijing also pledged to increase inspections of its exports and

agriculture from harmful diseases or pests that may accompany

take other steps to ensure that those products meet American

the imported product. In many countries agricultural goods

standards. That will include joint eﬀorts by the two countries to

require a phytosanitary certificate from the ministry of agriculture,

increase understanding of those standards among manufacturers

while prepared foods, drugs, and chemicals with potential

and exporters.

adverse eﬀects on health require phytosanitary certificate from

The Chinese standards such as the CCC standard require

the ministry of health.

certification by the Chinese authorities before a product can be

On April 8, 1994, the European Union banned imports of

put on the Chinese market. Important information has to be

livestock, meat, milk, and dairy products from 18 Central and

submitted and the factory has often to be inspected at the

Eastern European countries after imported cattle from those

expense of the exporter.

states were found to suﬀer from hoof-and-mouth disease. Under

Boycotts

EU law, if proof exists that a country has livestock that is aﬄicted
by hoof-and-mouth disease, import barriers can be erected in

A government boycott is an absolute restriction against the

order to prevent these animals from spreading their disease

purchase and importation of certain goods from other countries.

throughout the EU. In this case, it was not proven that the disease
was present in the imported livestock, but nevertheless, the EU

A boycott can be invoked under the Precautionary Principle in the

restricted animal imports from these 18 countries. Some argue

context of environmental and health concerns, often regardless of

that the main reason for the ban is that the agriculture is heavily

cost or scientific evidence. The precautionary principle has been

protected and subsidized under the Common Agricultural Policy

interpreted by some to mean that new chemicals and

(CAP). Perceived threats to price stability or wages as a result of

technologies should be considered dangerous until proven

increased import competition incite the farm lobby to insist on

otherwise. It therefore requires those responsible for an activity or

import bans, supposedly enforcing EU health regulations.

process to establish its harmlessness and to be liable if damage
occurs.

Embargoes

Other restrictions are imposed based on sanitary and

An embargo is the partial or complete prohibition of commerce

phytosanitary conditions: This is a restriction on imports from

and trade with a particular country, in order to isolate it or bring

certain places in order to protect consumers, the environment, or

about changes. The United States uses embargoes against
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countries with which there are political disputes. For example,

has scapegoated the country and its citizens. The UN General

Cuba, N.Korea, Iran, and Iraq had or have still sanctions imposed

Assembly has slated the embargo as a violation of international

by the United States.

law. There has also been concern that possible malnutrition and

Examples:

disease resulting from higher food and medicine prices have hit
men and older people disproportionately. Fines levied on

Since 1979 the US maintains a near total economic embargo on

Americans bringing in Cuban goods, such as everybody’s favorite

all economic activities, including a ban on all Iranian imports,

cigars, are big—meaning that very few have been tempted to test

sanctions on Iranian financial institutions the sale of aircraft and

the limits of the ban.

repair parts as well as arms embargoes. This policy began in
1979 as a response to the Iranian Revolution, but has been
rapidly expanded over recent years due to the Iranian Nuclear
Program On May 30, 2013, OFAC issued Iranian General License
D, authorizing the exportation or reexportation, directly or
indirectly, from the United States or by U.S. persons, wherever
located, to persons in Iran of "certain services, software, and
hardware incident to personal communications". General License

In 2017 Saudi Arabia, Bahrain, the UAE and Egypt cut economic
and political ties with Qatar accusing it of supporting terrorism.
The economic blockade or embargo lasted three and a half years
and Qatar's only land border was closed; ships flying the Qatari
flag or those serving Qatar were banned from docking at many
ports; and much of the region's airspace was closed to Qatari
aircraft.

D enumerates certain categories allowed to be exported to Iran.

The section is provided by Saylor Academy’s Fundamentals

Iran and the US have no diplomatic relations. Listed as state

of Global Strategy.

sponsor of terrorism.
In 1960 when Cuba nationalized the properties of US citizens and
corporations, president Dwight Eisenhower responded, enacting
a commercial and financial embargo on the island in October of
that year.. “There is a limit to what the United States… can
endure. That limit has now been reached,” he said. To this day
this is probably the most enduring trade embargo in modern
history. Fidel Castro was skillful in using the embargo to claim it
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Section 2

Arguments For & Against Tariﬀs
Revenue

is, total real national income would increase. An opposing
argument would be, however, that this welfare gain would be

Developing nations in particular often lack the institutional

widely diﬀused, so that the individual beneficiaries might not be

machinery needed for eﬀective imposition of income or

conscious of any great improvement. The welfare loss, in

corporation taxes. The governments of such nations may then

contrast, would be narrowly and acutely felt. Although resources

finance their activity by resorting to tariﬀs on imported goods,

can be transferred to other occupations, just as comparative-

since such levies are relatively easy to administer. The amount of

advantage theory says, the transfer process is sometimes slow

tax revenue obtainable through tariﬀs, however, is always limited.

and painful for those being transferred. For such reasons,

If the government tries to increase its tariﬀ income by imposing

comparative-advantage theorists rarely advocate the immediate

higher duty rates, this may choke oﬀ the flow of imports and so

removal of all existing tariﬀs. They argue instead against further

reduce tariﬀ revenue instead of increasing it.

tariﬀ increases—since increases, if eﬀective, attract still more

Protection of domestic industry
Probably the most common argument for tariﬀ imposition is that
particular domestic industries need tariﬀ protection for survival.

resources into the wrong occupation—and they press for gradual
reduction of import barriers.

The infant-industry argument

Comparative-advantage theorists will naturally argue that the

Advocates of protection often argue that new and growing

industry in need of such protection ought not to survive and that

industries, particularly in less-developed countries, need to be

the resources so employed ought to be transferred to

shielded from foreign competition. They contend that costs

occupations having greater comparative eﬃciency. The welfare

decline with growth and that some industries must reach a

gain of citizens taken as a whole would more than oﬀset the

minimum size before they are able to compete with well-

welfare loss of those groups aﬀected by import competition; that
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established industries abroad. Tariﬀs can protect the domestic

competitiveness even after 15 or 20 years of operation and might

market until the industry becomes internationally competitive and,

not survive if protective tariﬀs were removed. The infant industry

it is often argued, the costs of protection can be recouped after

is probably better aided by production subsidies than by tariﬀs.

the industry has reached maturity. In short, the infant-industry

Production subsidies do not raise prices and therefore do not

argument is based principally on the idea that there are

curtail domestic demand, and the cost of the protection is not

economies of large-scale production in many industries and that

concealed in higher prices to consumers. Production subsidies,

developing countries have diﬃculty in establishing such

however, have the disadvantage of drawing upon government

industries.

revenue rather than adding to it, which may be a serious

Advocates of such protection, however, can have their arguments
turned against them. While an individual country can, in some

consideration in countries at lower levels of development.

Unemployment

circumstances, gain from protecting its infant industries, this
protection is particularly costly for the international community as

Tariﬀs or quotas are also sometimes proposed as a way to

a whole. Where there are major advantages in large-scale

maintain domestic employment—particularly in times of

production, there are also large advantages in relatively free

recession. There is, however, near-unanimity among modern-day

international trade. By closing oﬀ markets, protection reduces the

economists that proposals to remedy unemployment by means of

ability of firms to gain economies of large-scale by exporting. If a

tariﬀ increases are misguided. Insofar as a higher tariﬀ is eﬀective

group of countries imposes infant-industry protection, it will split

for this purpose, it simply “exports unemployment”; that is, the

up the market; each country may end up with small-scale,

rise in domestic employment is matched by a drop in production

localized, ineﬃcient production, thus reducing the prosperity of all

in some foreign country. That other country, moreover, is likely to

of the countries. One way in which less-developed nations have

impose a retaliatory tariﬀ increase. Finally, the tariﬀ remedy for

tried to deal with this problem has been through the

unemployment is a poor one because it is usually ineﬀective and

establishment of customs unions or other regional groupings.

because more suitable remedies are available. It has come to be

Infant-industry tariﬀs have been disappointing in other ways; the
infant-industry argument is often abused in practice. In many
developing countries, industries have failed to attain international

generally recognized that unemployment is far more eﬃciently
dealt with by the implementation of proper fiscal and monetary
policies.
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National defense

may be forced to devalue the nation’s currency. But before being
driven to this, it may try to redress the balance by restricting

A common appeal made by an industry seeking tariﬀ or quota

imports or encouraging exports, in much the old mercantilist

protection is that its survival is essential for the national interest:

fashion.

its product would be needed in wartime, when the supply of
imports might well be cut oﬀ. The verdict of economists on this

The section is provided by Britannica Academic’s

argument is fairly clear: the national-defense argument is

International Trade.

frequently a red herring, an attempt to “wrap oneself in the flag,”
and insofar as an industry is essential, the tariﬀ is a dubious
means of ensuring its survival. Economists say instead that
essential industries ought to be given a direct subsidy to enable
them to meet foreign competition, with explicit recognition of the
fact that the subsidy is a price paid by the nation in order to
maintain the industry for defense purposes.
Governments may interfere with the processes of foreign trade for
a reason quite diﬀerent from those thus far discussed: shortage of
foreign exchange (see international payment and exchange).
Under the international monetary system established after World
War II and in eﬀect until the 1970s, most governments tried to
maintain fixed exchange rates between their own currencies and
those of other countries. Even if not absolutely fixed, the
exchange rate was ordinarily allowed to fluctuate only within a
narrow range of values.
If balance-of-payments diﬃculties arise and persist, a nation’s
foreign exchange reserve runs low. In a crisis, the government
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Chapter 7

AAA
Strategies
After reading this chapter, students will be able to:
• Compare and contrast the three strategies of
adaptation, aggregation, and arbitrage, and
understand when a business should use them for
competitive advantage.
• Assess current articles from the perspective of
the three AAA strategies.

Generic strategies for global value creation

Adaptation

In this chapter, we introduce three generic strategies for creating

Adaptation—creating global value by changing one or more

value in a global context—adaptation, aggregation, and arbitrage
—and a number of variants for each. This conceptualization was
first introduced by Pankaj Ghemawat in his important book
Redefining Global Strategy and, as such, is not new. In chapter
nine, we extend this framework, however, by integrating these
generic strategies with the proposition that global strategy
formulation is about changing a company’s business model to

elements of a company’s oﬀer to meet local requirements or
preferences—is probably the most widely used global strategy.
The reason for this will be readily apparent: some degree of
adaptation is essential or unavoidable for virtually all products in
all parts of the world. The taste of Coca-Cola in Europe is
diﬀerent from that in the United States, reflecting diﬀerences in
water quality and the kind and amount of sugar added. The

create a global competitive advantage.

packaging of construction adhesive in the United States informs

Ghemawat’s “AAA” global strategy framework

in Europe must do so in square meters. Even commodities such

customers how many square feet it will cover; the same package
as cement are not immune: its pricing in diﬀerent geographies

The AAA framework oﬀers three generic approaches to global

reflects local energy and transportation costs and what

value creation. Adaptation strategies seek to increase revenues

percentage is bought in bulk.

and market share by tailoring one or more components of a
company’s business model to suit local requirements or

Ghemawat subdivides adaptation strategies into five categories:

preferences. Aggregation strategies focus on achieving

variation, focus, externalization, design, and innovation. Variation

economies of scale or scope by creating regional or global

strategies not only involve making changes in products and

eﬃciencies; they typically involve standardizing a significant

services but also making adjustments to policies, business

portion of the value proposition and grouping together

positioning, and even expectations for success. The product

development and production processes. Arbitrage is about

dimension will be obvious: Whirlpool, for example, oﬀers smaller

exploiting economic or other diﬀerences between national or

washers and dryers in Europe than in the United States, reflecting

regional markets, usually by locating separate parts of the supply

the space constraints prevalent in many European homes. The

chain in diﬀerent places.

need to consider adapting policies is less obvious. An example is
Google’s dilemma in China to conform to local censorship rules.
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Changing a company’s overall positioning in a country goes well

those in the domestic market. Many luxury goods manufacturers

beyond changing products or even policies. Initially, Coke did

use this approach. Whereas focus strategies overcome regional

little more than “skim the cream” oﬀ big emerging markets such

diﬀerences by narrowing scope, externalization strategies transfer

as India and China. To boost volume and market share, it had to

—through strategic alliances, franchising, user adaptation, or

reposition itself to a “lower margin–higher volume” strategy that

networking—responsibility for specific parts of a company’s

involved lowering price points, reducing costs, and expanding

business model to partner companies to accommodate local

distribution. Changing expectations for, say, the rate of return on

requirements, lower cost, or reduce risk. For example, Eli Lilly

investment in a country, while a company is trying to create a

extensively uses strategic alliances abroad for drug development

presence is also a prevalent form of variation.

and testing. McDonald’s growth strategy abroad uses franchising

A second type of adaptation strategies uses a focus on particular
products, geographies, vertical stages of the value chain, or
market segments as a way of reducing the impact of diﬀerences

as well as company-owned stores. And software companies
heavily depend on both user adaptation and networking for the
development of applications for their basic software platforms.

across regions. A product focus takes advantage of the fact that

A fourth type of adaptation focuses on design to reduce the cost

wide diﬀerences can exist within broad product categories in the

of, rather than the need for, variation. Manufacturing costs can

degree of variation required to compete eﬀectively in local

often be achieved by introducing design flexibility so as to

markets. Ghemawat cites the example of television programs:

overcome supply diﬀerences. Introducing standard production

action films need far less adaptation than local newscasts.

platforms and modularity in components also helps to reduce

Restriction of geographic scope can permit a focus on countries

cost. A good example of a company focused on design is Tata

where relatively little adaptation of the domestic value proposition

Motors, which has successfully introduced a car in India that is

is required. A vertical focus strategy involves limiting a company’s

aﬀordable to a significant number of citizens.

direct involvement to specific steps in the supply chain while
outsourcing others. Finally, a segment focus involves targeting a
more limited customer base. Rather than adapting a product or
service, a company using this strategy chooses to accept the
reality that without modification, their products will appeal to a

A fifth approach to adaptation is innovation, which, given its
crosscutting eﬀects, can be characterized as improving the
eﬀectiveness of adaptation eﬀorts. For instance, IKEA’s flat-pack
design, which has reduced the impact of geographic distance by

smaller market segment or diﬀerent distributor network from
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cutting transportation costs, has helped that retailer expand into
three-dozen countries.

Figure 7.1
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Use the following scrolling side bar to read a case study
discussing adaptation and McDonald’s:

Aggregation
Aggregation is about creating economies of scale or scope as a
way of dealing with diﬀerences. The objective is to exploit

McDonald’s McAloo Tikki

similarities among geographies rather than adapting to
diﬀerences but stopping short of complete standardization, which
would destroy concurrent adaptation approaches. The key is to

When Ray Kroc opened his first McDonald’s in Des
Plaines, Illinois, he could hardly have envisioned the
golden arches rising 5 decades later in one of the oldest
commercial streets in the world. But McDonald’s began
dreaming of India in 1991, a year after opening its first
restaurant in China. The attraction was obvious: 1.1
billion people, with 300 million destined for middle-class
status. But how do you sell hamburgers in a land where
cows are sacred and 1 in 5 people are vegetarian? And
how do you serve a largely poor consumer market that
stretches from the Himalayas to the shores of the Indian
Ocean?

identify ways of introducing economies of scale and scope into

McDonald’s executives in Oak Brook struggled for years
with these questions before finding the road to success.
McDonald’s has made big gains since the debut of its
first two restaurants in India, in Delhi and Mumbai, in
October 1996. Since then, the fast-food chain has
grown to more than 160 outlets. The Indian market
represents a small fraction of McDonald’s $24 billion in
annual revenues. But it is not insignificant because the
company is increasingly focused on high-growth
markets. “The decision to go in wasn’t complicated,”
James Skinner, McDonald’s chief executive oﬃcer, once
said. “The complicated part was deciding what to sell.”

in more than one region, competitive interactions are often

At first, McDonald’s path into India was fraught with
missteps. First, there was the non-beef burger made

scale and scope. As these examples show, geographic

the global business model without compromising local
responsiveness.
Adopting a regional approach to globalizing the business model—
as Toyota has so eﬀectively done—is probably the most widely
used aggregation strategy. As discussed in previous chapters,
regionalization or semi globalization applies to many aspects of
globalization, from investment and communication patterns to
trade. And even when companies do have a significant presence
regionally focused. Examples of diﬀerent geographic aggregation
approaches are not hard to find. Xerox centralized its purchasing,
first regionally, later globally, to create a substantial cost
advantage. Dutch electronics giant Philips created a global
competitive advantage for its Norelco shaver product line by
centralizing global production in a few strategically located plants.
And the increased use of global (corporate) branding over
product branding is a powerful example of creating economies of
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aggregation strategies have potential application to every major
business model component.
Geographic aggregation is not the only avenue for generating
economies of scale or scope. The other, non-geographic
dimensions of the CAGE framework—cultural, administrative,
geographic, and economic—also lend themselves to aggregation
strategies. Major book publishers, for example, publish their best
sellers in but a few languages, counting on the fact that readers
are willing to accept a book in their second language (cultural
aggregation). Pharmaceutical companies seeking to market new
drugs in Europe must satisfy the regulatory requirements of a few
selected countries to qualify for a license to distribute throughout
the EU (administrative aggregation). As for economic aggregation,
the most obvious examples are provided by companies that
distinguish between developed and emerging markets and, at the
extreme, focus on just one or the other. Use the following
scrolling in the right column to read a case study discussing
aggregation and Whirlpool.
Arbitrage
A third generic strategy for creating a global advantage is
arbitrage. Arbitrage is a way of exploiting diﬀerences, rather than
adapting to them or bridging them, and defines the original global
strategy: buy low in one market and sell high in another.
Outsourcing and oﬀshoring are modern day equivalents. WalMart saves billions of dollars a year by buying goods from China.
Less visible but equally important absolute economies are

Globalization at Whirlpool Corporation
The history of globalization at the Whirlpool Corporation—a
leading company in the $100-billion global home-appliance
industry—illustrates the multitude of challenges associated
with globalizing a business model. Whirlpool manufactures
appliances across all major categories—including fabric care,
cooking, refrigeration, dishwashing, countertop appliances,
garage organization, and water filtration—and has a market
presence in every major country in the world. It markets some
of the world’s most recognized appliance brands, including
Whirlpool, Maytag, KitchenAid, Jenn-Air, Amana, Bauknecht,
Brastemp, and Consul. Of these, the Whirlpool brand is the
world’s top-rated global appliance brand and ranks among
the world’s most valuable brands. In 2008, Whirlpool realized
annual sales of approximately $19 billion, had 70,000
employees, and maintained 67 manufacturing and technology
research centers around the world. In the late 1980s,
Whirlpool Corporation set out on a course of growth that
would eventually transform the company into the leading
global manufacturer of major home appliances, with
operations based in every region of the world. At the time,
Dave Whitwam, Whirlpool’s chairman and CEO, had
recognized the need to look for growth beyond the mature
and highly competitive U.S. market. Under Mr. Whitwam’s
leadership, Whirlpool began a series of acquisitions that
would give the company the scale and resources to
participate in global markets. In the process, Whirlpool would
establish new relationships with millions of customers in
countries and cultures far removed from the U.S. market and
the company’s roots in rural Benton Harbor, Michigan.

created by greater diﬀerentiation with customers and partners,
improved corporate bargaining power with suppliers or local
authorities, reduced supply chain and other market and non123

market risks, and through the local creation and sharing of

operations in Britain. Through this and other similar actions, it

knowledge.

successfully lowered its tax liabilities to an average rate of less

Since arbitrage focuses on exploiting diﬀerences between
regions, the CAGE framework described in is of particular
relevance and helps define a set of sub strategies for this
generic approach to global value creation. Favorable
eﬀects related to country or place of origin have long

than 10%, rather than the statutory 30% to 36% of the three main
countries in which it operated: Britain, the United States, and
Australia. By comparison, major competitors such as Disney were
paying close to the oﬃcial rates.
With steep drops in transportation and communication costs in

supplied a basis for cultural arbitrage. For example, an

the last 25 years, the scope for geographic arbitrage—the

association with French culture has long been an

leveraging of geographic diﬀerences—has been diminished but

international success factor for fashion items,

not fully eliminated. Consider what is happening in medicine, for

perfumes, wines, and foods. Similarly, fast-food

example. It is quite common today for doctors in the United

products and drive-through restaurants are mainly

States to take X-rays during the day, send them electronically to

associated with U.S. culture.

radiologists in India for interpretation overnight, and for the report

Another example of cultural arbitrage—real or perceived—is
provided by Benihana of Tokyo, the “Japanese steakhouse.”
Although heavily American—the company has only one outlet in
Japan out of more than 100 worldwide—it serves up a theatrical
version of teppanyaki cooking that the company describes as
“Japanese” and “entertainment.” Legal, institutional, and political
diﬀerences between countries or regions create opportunities for
administrative arbitrage. Ghemawat cites the actions taken by
Rupert Murdoch’s News Corporation in the 1990s. By placing its
U.S. acquisitions into holding companies in the Cayman Islands,
the company could deduct interest payments on the debt used to
finance the deals against the profits generated by its newspaper

to be available the next morning in the United States. In fact,
reduced transportation costs sometimes create new opportunities
for geographic arbitrage. Every day, for instance, at the
international flower market in Aalsmeer, the Netherlands, more
than 20 million flowers and 2 million plants are auctioned oﬀ and
flown to customers in the United States. As Ghemawat notes, in a
sense, all arbitrage strategies that add value are “economic.”
Here, the term economic arbitrage is used to describe strategies
that do not directly exploit cultural, administrative, or geographic
diﬀerences. Rather, they are focused on leveraging diﬀerences in
the costs of labor and capital, as well as variations in more
industry-specific inputs (such as knowledge) or in the availability
of complementary products.
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Exploiting diﬀerences in labor costs—through outsourcing and

value, whereas companies that start their globalization history by

oﬀshoring—is probably the most common form of economic

taking their value propositions to foreign markets are immediately

arbitrage. This strategy is widely used in labor-intensive

faced with adaptation challenges. Regardless of their starting

(garments) as well as high-technology (flat-screen TV) industries.

point, most companies will need to consider all “A” strategies at

Economic arbitrage is not limited to leveraging diﬀerences in

diﬀerent points in their global evolution, sequentially or,

labor costs alone, however. Capital cost diﬀerentials can be an

sometimes, simultaneously.

equally rich source of opportunity.

Which “A” strategy should a company use?

Nestlé’s globalization path, for example, started with the
company making small, related acquisitions outside its domestic
market, and the company therefore had early exposure to

A company’s financial statements can be a useful guide for

adaptation challenges. For most of their history, IBM also pursued

signaling which of the “A” strategies will have the greatest

an adaptation strategy, serving overseas markets by setting up a

potential to create global value. Firms that heavily rely on

mini-IBM in each target country. Every one of these companies

branding and that do a lot of advertising, such as food

operated a largely local business model that allowed it to adapt to

companies, often need to engage in considerable adaptation to

local diﬀerences as necessary. Inevitably, in the 1980s and 1990s,

local markets. Those that do a lot of R&D—think pharmaceutical

dissatisfaction with the extent to which country-by-country

firms—may want to aggregate to improve economies of scale,

adaptation curtailed opportunities to gain international scale

since many R&D outlays are fixed costs. For firms whose

economies led to the overlay of a regional structure on the mini-

operations are labor intensive, such as apparel manufacturers,

IBMs. IBM aggregated the countries into regions in order to

arbitrage will be of particular concern because labor costs vary

improve coordination and thus generate more scale economies at

greatly from country to country.

the regional and global levels. More recently, however, IBM has

Which “A” strategy a company emphasizes also depends on its
globalization history. Companies that start on the path of
globalization on the supply side of their business model, that is,

also begun to exploit diﬀerences across countries (arbitrage). For
example, it has increased its work force in India while reducing its
headcount in the United States.

that seek to lower cost or to access new knowledge, first typically

Procter & Gamble’s (P&G) early history parallels that of IBM, with

focus on aggregation and arbitrage approaches to creating global

the establishment of mini-P&Gs in local markets, but it has
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evolved diﬀerently. Today, the company’s global business units
now sell through market development organizations that are
aggregated up to the regional level. P&G has successfully evolved
into a company that uses all three “A” strategies in a coordinated
manner. It adapts its value proposition to important markets but
ultimately competes—through global branding, R&D, and
sourcing—on the basis of aggregation. Arbitrage, while important
—mostly through outsourcing activities that are invisible to the
final consumer—is less important to P&G’s global competitive
advantage because of its relentless customer focus.
The section is provided by Saylor Academy’s Fundamentals
of Global Strategy.
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Chapter 8

International
Expansion:
Exporting
After reading this chapter, students will be able to:
• Compare and contrast the three strategies of
adaptation, aggregation and arbitrage.
• Assess which value discipline strategies to use
for competitive advantage given business
conditions.
• Assess current articles from the perspective of
the three AAA strategies

Section 1

Exporting
When deciding which mode of entry to choose, companies
should ask themselves two key questions:
1. How much of our resources are we willing to commit? The
fewer the resources (i.e., money, time, and expertise) the
company wants (or can aﬀord) to devote, the better it is for
the company to enter the foreign market through a non-equity
basis—exporting, licensing, franchising, management
contracts, or turnkey projects.
2. How much control do we wish to retain? The more control a
company wants, the better oﬀ it is establishing or buying a
wholly owned subsidiary or, at least, entering via a joint
venture with carefully delineated responsibilities and
accountabilities between the partner companies. Regardless
of which entry strategy a company chooses, several factors
are always important:
• Cultural and linguistic diﬀerences. These aﬀect all relationships
Figure 8.1

and interactions inside the company, with customers, and with
the government. Understanding the local business culture is
critical to success.
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• Quality and training of local contacts and/or employees.

resources are best for smaller companies. Larger companies,

Evaluating skill sets and then determining if the local staﬀ is

with more money and resources, usually hire top consultants to

qualified is a key factor for success.

do this for them. They’re also able to have a dedicated team

• Political and economic issues. Policy can change frequently,
and companies need to determine what level of investment they
are willing to make, what’s required to make this investment,
and how much of their earnings they can repatriate.
• Experience of the partner company. Assessing the experience
of the partner company in the market—with the product and in

assigned to the foreign country that can travel the country
frequently for the later-stage entry strategies that involve
investment.
Once a company has decided to enter the foreign market, it
needs to spend some time learning about the local business
culture and how to operate within it.

dealing with foreign companies—is essential in selecting the

In the next few chapters, we will explore the traditional

right local partner.

international expansion entry modes. Beyond exporting,

Companies seeking to enter a foreign market need to do the
following:
• Research the foreign market thoroughly and learn about the
country and its culture.

international expansion is achieved through contractual
arrangements, partnering, strategic alliances, acquisitions, and
establishing new, wholly owned subsidiaries, also known as
Greenfield ventures. These modes of entering international
markets are shown in the following figure.

• Understand the unique business and regulatory relationships
that impact their industry.
• Use the Internet to identify and communicate with appropriate
foreign trade corporations in the country or with their own
government’s embassy in that country. Each embassy has its
own trade and commercial desk. For example, the US Embassy
has a foreign commercial desk with oﬃcers who assist US
companies on how best to enter the local market. These
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Figure 8.2: Each mode of market entry has advantages and
disadvantages. Firms need to evaluate their options to choose the
entry mode that best suits their strategy and goals.
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Exporting is a typically the easiest way to enter an international
market, and therefore most firms begin their international
expansion using this model of entry.
The history of importing and exporting dates back to the Roman
Empire, when European and Asian traders imported and exported
goods across the vast lands of Eurasia. Trading along the Silk
Road flourished during the thirteenth and fourteenth centuries.
Caravans laden with imports from China and India came over the
desert to Constantinople. From there, Italian ships transported the
goods to European ports. For centuries, importing and exporting
has often involved intermediaries, due in part to the long
distances traveled and diﬀerent native languages spoken. The
spice trade of the 1400s was no exception. Spices (i.e. cinnamon,
pepper, clove) were very much in demand because Europeans
had no refrigeration, which meant they had to preserve meat
using large amounts of salt or risk eating half-rotten flesh. Spices
disguised the otherwise poor flavor of the meat. Europeans also

Extent of Silk Route/Silk Road (red is land route and the blue is the sea/water route)

used spices as medicines. The European demand for spices gave
rise to the spice trade. The trouble was that spices were diﬃcult
to obtain because they grew in jungles half a world away from
Europe. The overland journey to the spice-rich lands was arduous
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and involved many middlemen along the way. Each middleman

of Global Strategy.

charged a fee and thus raised the price of the spice at each point.
By the end of the journey, the price of the spice was inflated
1,000 percent.
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Section 2

Indirect Exporting
Indirect exporting occurs when a company sells its products to

and collects the foreign receivable for fear that once each party

intermediaries who then resell to buyers in a target market. The

is aware of the other future sales will be conducted directly

choice of an intermediary depends on many factors, including

between the manufacturer and the customer to avoid the agent's

the ratio of the exporter’s international sales to its total sales, the

profit margin. Agents and brokers are typically smaller

company’s available resources, and the growth rate of the target

companies, if not oneperson operations, and generally have

market. Let’s take a closer look at several diﬀerent types of

limited capital to finance such transactions. Thus, any ongoing

intermediaries: agents, export management companies, and

relationships between manufacturers and foreign customers tend

export trading companies, piggyback exporters, and domestic

to be out in the open and the manufacturer simply pays the

distributors.

agent a commission. As an agent becomes more involved in the

Agents
Individuals or organizations that represent one or more indirect

export process, it becomes an EMC.

Export management companies

exporters in a target market are called agents or brokers. Agents

A company that exports products on behalf of an indirect

typically receive compensation in the form of commissions on

exporter is called an export management company (EMC). An

the value of sales. agents typically don't fulfill the order; they

EMC operates contractually, either as an agent (being paid

simply pass it on to the manufacturer. The arrangement is similar

through commissions based on the value of sales) or as a

to that of domestic sales reps. They act as sales agents for a

distributor (taking ownership of the merchandise and earning a

company but don't invoice the customer or coordinate the

profit from its resale).

logistics. It is also common for an agent or broker not to disclose
details of the international sale. In this case the agent invoices

An EMC will usually provide additional services on a retainer
basis, charging set fees against funds deposited on account.
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Typical EMC services include gathering market information,

Export trading companies

formulating promotional strategies, performing specific
promotional duties (such as attending trade fairs), researching

A company that provides services to indirect exporters in addition

customer credit, making shipping arrangements, and coordinating

to activities directly related to clients’ exporting activities is called

export documents. It is common for an EMC to exploit contacts

an export trading company (ETC). Whereas an EMC is restricted

predominantly in one industry (say, agricultural goods or

to export-related activities, an ETC assists its clients by providing

consumer products) or in one geographic area (such as Latin

import, export, and countertrade services; developing and

America or Southeast Asia). Indeed, the biggest advantage of an

expanding distribution channels; providing storage facilities;

EMC is usually a deep understanding of the cultural, political,

financing trading and investment projects; and even

legal, and economic conditions of the target market. Its staﬀ

manufacturing products.

works comfortably and eﬀectively in the cultures of both the
exporting and the target nation. The average EMC tends to
deploy a wide array of commercial and political contacts in order
to facilitate business activities on behalf of its clients. EMCs
typically do not represent competing products.

With the rise of the Internet, conducting international trade has
become even easier and more exciting. Companies, big and
small, have created websites that detail all the products and
services that they provide. Product catalogs with detailed
specifications, pictures, prices, shipping details, and so on, are

Perhaps the only disadvantage of hiring an EMC is that the

made available on websites for all to see and from where patrons

breadth and depth of its service can potentially hinder the

can order. Websites can be instantly updated so that interested

development of the exporter’s own international expertise. But an

customers are made fully aware of what is currently available. The

exporter and its EMC typically have such a close relationship that

Internet has largely eliminated the need for printing brochures,

an exporter often considers its EMC as a virtual exporting

which invariably become outdated the moment they are printed.

division. When this is the case, exporters learn a great deal about

Once orders are placed, both the buyer and seller can readily

the intricacies of exporting from their EMC. Then, after the EMC

identify the location of the product as it moves along the supply

contract expires, it is common for a company to go it alone in

chain. Because it is relatively easy to participate in the export-

exporting its products.

import business, competition is generally keen and the profit
margins may not be high. ETCs are more likely to represent
competing products.
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Piggyback exporter

Domestic distributor

Piggyback exporters manufacture their own products and sell

Often products from US manufacturers are sold to domestic

them internationally. To expand their international distribution

distributors, dealers, or even customers that redirect the products

network and expertise, they also represent products they do not

to foreign customers.

manufacture. As a manufacturer, you can piggyback onto the
success of the exporter. Suitable partners for piggyback
exporting are manufacturers whose products are enhanced by
your product or companies within your industry that do not

Benefits of indirect exporting
No international experience required

manufacture competing products but sell to the same customer

The most important benefit of indirect exporting is that a

base. The key is to find a company already successful

company can indirectly export as soon as it has a product to sell

internationally that fits well with your product and is willing to sell

that can compete internationally. No internal international

products from outside its own company.

experience is required. You don't have to know which foreign
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markets should be targeted, how to sell to those markets, and

international aspects. All of this adds up to considerable time

most importantly, how to fulfill the order and get paid

savings and means your products reach the international market

internationally. Your indirect export sales are simply like domestic

faster. You essentially draw on the years of international

sales that are re-exported.

experience and contacts of your partner.

Management is not distracted

Little to no increased financial commitment

This is a particularly important benefit for companies during their

The export partner typically covers most incremental expenses

initial stages of growth when their domestic goals may be more

associated with international sales. This would include costs such

important than international opportunities, like for a company that

as international travel, telecommunication, and sometimes even

is still developing its R&D, manufacturing, or sales and marketing

marketing expenditures, all of which are considered part of the

strategies. A company is only ready to go global when there is

EMC's cost of doing business. And because all of your

adequate experience, cash flow, management commitment, and

international sales are treated as domestic sales, there is no

capacity. Until these are all in place, management needs to focus

foreign exchange risk or international collection problem.

on achieving stronger domestic success, and consider indirect
exporting.
Faster to the international market

Low risk
Indirect exporting involves low risk for the manufacturer. With no
increased costs in resources and expenses, the sales from

Because a strategy of indirect exporting utilizes the experience

indirect exporting are incremental to your existing business.

and strengths of the exporting partner, the manufacturer gets its

Management is able to pursue domestic priorities and remain

products into the international marketplace faster than other entry

focused on its cash producing priority—domestic sales. What

modes. Tasks such as hiring additional international staﬀ or

could be better than additional sales with little to no additional

training existing employees are not required. Nor will time be lost

work? Indirect exporting seems to be the lowest risk, easiest

finding international distributors because the export partner will

decision a company could make.

have already identified the potential distributors. The company
doesn't have to develop banking, legal, transport, or accounting
resources because the export partner also will coordinate these
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Disadvantages of indirect exporting

EMCs have to justify the time and expense they will incur to make
your product successful as well as the other products and

Though the benefits of indirect exporting are significant, so are

manufacturers it represents. Some of these decisions, including

the downside risks, which is why many companies will not

which countries to visit, may be contrary to your goals. Because

consider indirect market entry.

you have no control, you may experience the same frustration

Poor control

you encounter with the independent reps who handle your
domestic markets. This very lack of control often forces

Because all of the export activities are coordinated by your export

companies with independent reps to change to in house

partner, you essentially have little control over the fundamental

representation.

sales and marketing decisions for those markets covered by your
indirect exporting contracts. Typically, the EMC will make all the

Wrong market, wrong distributor

important decisions, including which companies will be chosen

EMCs and piggyback companies usually have a stronghold on

as overseas distributors and which markets receive the most

particular markets and countries. The markets that have

attention. The aggressiveness of the sales campaigns and the

historically been successful for the EMC will likely be the markets

personal attention your overseas customers receive will all be

they use for your products, even if they are not the best markets.

factors out of your control. Even the number of times personal

This is particularly true if you have a worldwide, exclusive contact

sales calls are made will be determined by your EMC or

with your export partner. Because of the expense, an EMC rarely

piggyback partner. Why wouldn't your export partner make the

will be truly global so its markets become your only choices. Are

right decisions in your best interest? Because the EMC or

these the right choices? You may never know. You'll generally

piggyback partner is also working for other companies and its

receive poor feedback about your real foreign market potential

marketing decisions impact more than one company and

from your export partner. For example, if you have a worldwide

product. For example, when a sales trip to a foreign market is

contract with an EMC strong in Europe and Asia but weak in

planned, the EMC attempts to accomplish sales objectives of

South America or Africa, it is unlikely that it will tell you that you

several companies. Due to its time and budget constraints, it will

should be focusing on Brazil or South Africa, even if those

visit various buyers and contacts on this trip that may have

markets should in fact be the priorities. The specific international

nothing to do with your products and goals. Like all companies,

markets EMCs choose for your products may not be the right
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markets. Your lack of control also may lead to your products

product development and enhancement information should be

being assigned to foreign distributors who are not the most

relayed to you even if they want to pass the information onward.

eﬀective for your products.
Inadequate market feedback
Indirect export partners do not provide the manufacturer with
many details concerning their international activities. In some
cases, such as with international brokers, this may include not
revealing the names of international customers. The reasoning is
simple; if the manufacturer is ignorant it will continue to need its
indirect partner. If the manufacturer receives too many details it
will take over the business itself once the contract expires. Not

Indirect exporting may lead to missed sales opportunities and
lower overall international sales because your indirect export
partner may not have chosen the ideal mix of markets and
distributors. Lack of control and poor feedback also contribute to
overall lower sales than you would achieve if you used a direct
market entry method. Indirect exporting is not the preferred entry
mode if market dominance and top market share is your overall
international strategy. However, indirect exporting does play an
important role within many types of international strategies.

receiving specific details such as customer names is only one of
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the challenges of indirect exporting. This inadequate feedback
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from the market and your customers may aﬀect the international
success of your company. Important information comes from
customers including product enhancement suggestions and
competitive information. Yet all of this information may never be
relayed to you. And it is not always because your export partner
is trying to keep you in the dark. They simply may not recognize
the relevance of a particular piece of information to your
company. When a problem arises in a market, your EMC or
piggyback partner may not even know the right questions to ask
to determine what the problem is. And your partner may not have
the technical expertise or knowledge of your R&D to know what
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Section 3

Direct Exporting
Companies of all sizes engage in exporting, but not all

intermediary companies. Typically, they rely on either local sales

companies become involved in exporting to the same extent.

representatives or distributors.

Some exporting companies (usually entrepreneurs and small and
medium-sized firms) perform few or none of the activities
necessary to get their products into a market abroad. Instead,
they use intermediaries that specialize in getting products from
one market into another. Other exporting companies (usually only
the largest companies) perform all of their export activities
themselves, with an infrastructure that bridges the gap between
the two markets. Let’s take a closer look at the two basic forms
of export involvement—direct exporting and indirect exporting.
Some companies become deeply involved in the export of their
products. Direct exporting occurs when a company sells its
products directly to buyers in a target market. Direct exporters
operate in many industries, including aircraft (e.g., Boeing),
industrial equipment (e.g., John Deere), apparel (e.g., Lands’
End), and bottled beverages (e.g., Evian). Bear in mind that
“direct exporters” need not sell directly to end users. Rather, they
take full responsibility for getting their goods into the target
market by selling directly to local buyers and not going through

Sales representatives
A sales representative (whether an individual or an organization)
represents only its own company’s products, not those of other
companies. Sales representatives promote those products in
many ways, such as by attending trade fairs and by making
personal visits to local retailers and wholesalers. They do not
take title to the merchandise. Rather, they are hired by a
company and normally are compensated with a fixed salary plus
commissions based on the value of their sales.

International distributors
International distributors take ownership of the merchandise
when it enters their country. As owners of the products,
distributors accept all the risks associated with generating local
sales. They sell either to retailers and wholesalers or to end users
through their own channels of distribution. Typically, distributors
earn a profit equal to the diﬀerence between the price they pay
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and the price they receive for the exporter’s goods. Although

still two diﬀerent issues. But with adequate planning and

using a distributor reduces an exporter’s risk, it also weakens an

investment, directly exporting oﬀers an excellent opportunity to

exporter’s control over the price buyers are charged. A distributor

make the right market and foreign representation decisions.

who charges very high prices can stunt the growth of an
exporter’s market share. Exporters should choose, if possible,
distributors who are willing to invest in the promotion of their
products and who do not sell directly competing products.

Advantages of direct exporting
The prime advantage of exporting is that it involves very little risk
and low allocation of resources for the exporter, who is able to
use domestic production toward foreign markets and thus
increase sales and reduce inventories.

Direct control of the international process also means the
timetable for international expansion is under the control of the
manufacturer, not an outside, third party. When utilizing indirect
exporting partners, expansion beyond the initial target markets is
often slower than desired by the manufacturer.
This relates to the earlier point that EMCs and other indirect
export partners have more than one ''boss" and must relate
expenses to overall goals and timetables, which may not be in
sync with one particular manufacturer.

Exporting also provides an easy way to identify market potential

Excellent feedback

and establish recognition of a name brand. If the enterprise

Unlike indirect exporting in which the export partner may avoid

proves unprofitable, the company can merely stop the practice
with no diminution of operations in other spheres and no longterm losses of capital investments.
A manufacturer pursuing a strategy of direct exporting is in direct
control of all major decisions, including two critical decisions. The
first is direct involvement in the selection of which foreign markets
to enter. The second is actively choosing the foreign companies

giving too many specifics of their international activities, a
company directly exporting may receive an overwhelming amount
of feedback. The very nature of direct exporting involves close
contact with the foreign market. Feedback from the market is
typically immediate and abundant.

Disadvantages of direct exporting

to represent the U.S. company. Both decisions have tremendous

Exporting can be more expensive than other methods of overseas

impact on the future international success. Of course, being in

involvement on a per-unit basis because the costs of fees, or

control of these decisions and achieving international success are

commissions, export duties, taxes, and transportation. In
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addition, exporting could lead to less than optimal market
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penetration because of improper packaging or promotion.
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Exported goods could also be lacking features appropriate to
specific overseas market. Relying on exporting alone, a firm may
have trouble maintaining market share and contacts over long
distances. Additional market share could be lost if local
competition copies the products or services oﬀered by the
exporter. Depending on a company's international expertise and
contacts, direct exporting may result in a longer time-to-market
than an indirect method. This is because a manufacturer will need
to establish an existing international distribution network, and that
takes time. It is a relative matter because an ineﬀective indirect
export partner will also result in a long time-to-market delay.
There are risks in relying on the export option. If you merely
export to a country, the distributor or buyer might switch to or at
least threaten to switch to a cheaper supplier in order to get a
better price. Or someone might start making the product locally
and take the market from you. Also, local buyers sometimes
believe that a company which only exports to them is not very
committed to providing long term service and support once a sale
is complete. Thus, they may prefer to buy from someone who’s
producing directly within the country. At this point, many
companies begin to reconsider having a local presence, which
moves them toward one of the other entry options.
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Section 4

Incoterms
What are Incoterms and when are they used?

statements in a contract of sale that outline transfers of
ownership or title to goods. Therefore, the Incoterms may not be

“Incoterms” is an abbreviation of International Commercial

of use when looking to resolve disputes that may arise regarding

Terms, which were first published in 1936 by the International

payment or ownership of goods.

Chamber of Commerce (ICC). Since that time there have been
six diﬀerent revisions and updates to the Incoterms. The
Incoterms provide a common set of rules for the most often used
international terms of trade. See website for further descriptions.
The goal of the Incoterms is to alleviate or reduce confusion over
interpretations of shipping terms, by outlining exactly who is
obligated to take control of and/or insure goods at a particular

Examples of Incoterms?
The 11 Incoterms fall into four diﬀerent groups. These four
groups are:
1. Departure (E)
2. Main Carriage Unpaid (F)

point in the shipping process. Further, the terms will outline the
obligations for the clearance of the goods for export or import,
and requirements on the packing of items. The Incoterms are
used quite frequently in international contracts, and a specific

3. Main Carriage Paid (C), and
4. Delivery (D)

version of the Incoterms should be referenced in the text of the

Each group’s letter makes up the first letter of Incoterm. For

contract.

example, if your agreement with a buyer calls for the release of

Although the Incoterms are widely used and exceedingly handy,
they are not meant for every type of contract. Specifically, the
terms used in a contract state exactly when the shipper unloads
and relinquishes obligation, and when the buyer takes over for
carriage and insurance. The Incoterms are not meant to replace

goods by the seller to occur at the seller’s location (i.e.
EXWORKS Miami plant), the Ex Works (EXW) Incoterm would be
used. This term states among other things that the buyer is to
take over carriage and insurance responsibilities at the sellers
dock. Alternatively, if the seller were to deliver goods to the
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buyers dock, including all carriage and insurance, a term from the
Arrival group such as DDP would be appropriate. The DDP term
stands for Delivered Duty Paid and includes in its definition that
the seller will deliver goods to the buyers dock with all carriage,
insurance, and duties paid. DDP represents the most obligations
for the seller, whereas EXW represents the least.
Caution must be exercised when using Incoterms because the

EXW: Ex Works
This term represents the seller's minimum obligation, since he
only has to place the goods at the disposal of the buyer at the
seller’s premise or another named place. . The buyer must carry
out all tasks of export & import clearance, freight and insurance.
Example: EXW, Boca Raton, Florida

Incoterms relate to particular modes of transportation. For

FCA: Free Carrier

example, some of the Incoterms deal solely with transport by sea.

This term means that the seller delivers the goods, cleared for

Terms such as FOB and CIF can be used only for ocean bound
freight. FOB, meaning Free on Board, translates to the shipper
(seller) having upheld his/her part of the agreement when the
goods pass the ship's rails at the port of exit. The receiving party
(buyer) assumes risk and costs associated with the goods once
they pass the ship's rail in the seller's home port. Due to the
specific mention of the ship's rails, an aircraft or other mode of
transport could not be used with FOB. For a shipment scheduled
for delivery by air, rail, or some other form of transport with the
same agreement as FOB one would need to use the Incoterm
FCA, or Free Carrier. FCA can include other modes of
transportation such as road, rail, inter-land waterway, and air.

export, to the carrier selected by the seller at the named place.
Seller pays for carriage to the named place. Example: FCA, Fort
Lauderdale Railway terminal, Florida.
FAS: Free Alongside Ship
This term means that the seller delivers when the goods are
placed alongside the vessel at the named port of shipment. The
seller is required to clear the goods for export. The buyer has to
bear all costs & risks of loss or damage to the goods from that
moment. This term is used for ocean transport only.
FOB: Free on Board

Whereas transfer under FOB takes place when the cargo passes
the ship's rails, transfer with FCA occurs when delivery of goods

This term means that the seller delivers when the goods pass the

has been made at a destination previously outlined by the buying

ship's rail at the named port of shipment. This means the buyer

party.

has to bear all costs & risks to the goods from that point. The
seller must clear the goods for export. This term can only be used
for ocean transport.
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CFR: Cost and Freight

CPT: Carriage Paid To

This term means the seller delivers when the goods pass the

This term means that the seller delivers the goods to the carrier

ship's rail in the port of shipment. Seller must pay the costs &

nominated by him but the seller must in addition pay the cost of

freight necessary to bring the goods to the named port of

carriage necessary to bring the goods to the named destination.

destination, BUT the risk of loss or damage, as well as any

The buyer bears all costs occurring after the goods have been so

additional costs due to events occurring after the time of delivery

delivered. The seller must clear the goods for export. Example:

are transferred from seller to buyer. Seller must clear goods for

CPT, Miami-International Free Zone

export. This term can only be used for ocean transport. CFR,
Manzanillo Port, Panama.
CIF: Cost, Insurance, Freight

DAP: Delivered at Place
Seller pays for carriage to the terminal, except for costs related to
import clearance, and assumes all risks up to the point that the

The seller delivers when the goods pass the ship's rail in the port

goods are unloaded at the terminal. Unloading is at the Sellers’s

of shipment. Seller must pay the cost & freight necessary to bring

risk.

goods to named port of destination. Risk of loss & damage same
as CFR. Seller also has to procure marine insurance against

DPU: Delivered at Place (unloaded)

buyer's risk of loss/damage during the carriage. Seller must clear

Seller pays for carriage to the named place, except for costs

the goods for export. This term can only be used for

related to import clearance, and assumes all risks prior to the

ocean transport.

point that the goods are ready for unloading by the buyer.

CIP: Carriage and Insurance Paid

DDP: Delivered Duty Paid

This term is the same as CPT with the exception that the seller

This term represents maximum obligation to the seller. The seller

also has to procure insurance against the buyer's risk of loss or

will bear all costs & risks of carrying out customs formalities

damage to the goods during the carriage. This term may be used

including the payment of duties, taxes & customs fees.

for any mode of transportation.
The section is provided by Export.gov’s INCOTERMS.
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Classifying export products

digit number. By agreeing on both the format of the numbers, and
most importantly, how to classify products, disagreements such

Imagine the potential problems of shipping goods internationally

as the bicycle seat example should no longer occur.

if the exporter considers its product one thing, but the foreign
customs authority considers it another—especially if the foreign

The Harmonized Commodity Description and Coding System

authority's opinion leads to a significantly higher import duty. For

generally referred to as "Harmonized Tariﬀ System" or simply

example, suppose a U.S. manufacturer exports bicycle seats

"HTS" or “HS” is a multipurpose international product

made out of leather to Brazil. Let's further assume Brazil wants to

nomenclature developed by the World Customs Organization

give their local producers of leather seats protection from cheap

(WCO).

imports by enforcing a 30 percent duty on leather seats of all
types.

It comprises about 5,000 commodity groups; each identified by at
least a 6 -digit code, arranged in a legal and logical structure and

However let’s further assume Brazil does not care about

is supported by well-defined rules to achieve uniform

protecting its bicycle industry, so a bicycle seat has no duty

classification. U.S., for example, defines products using 10-digit

applied. The U.S. manufacturer considers its product a bicycle

import codes in its Harmonized Tariﬀ Schedule (HTS administered

seat, and indicates as such on the export documentation. But

by the U.S. International Trade Commission (USITC).

when the items are imported, the customs agents in Brazil
consider them leather seats. The answer is Brazil slaps on a 30
percent duty. Clearly there is a significant impact on the export
potential if the product receives a 30 percent duty rather than
duty free status. Though these sorts of disagreements still occur

The system is used by more than 200 countries and economies
as a basis for their Customs tariﬀs and for the collection of
international trade statistics. Over 98 % of the merchandise in
international trade is classified in terms of the HS.

between countries, they have been greatly reduced through the

The HS contributes to the harmonization of Customs and trade

implementation of the Harmonized Commodity Description and

procedures, and the non-documentary trade data interchange in

Coding System (harmonized system). Internationally it is known

connection with such procedures, thus reducing the costs related

as the International System of Numbering or International

to international trade.

Harmonized Codes. Essentially most trading nations have agreed
on a system of describing all products through the use of a ten
145

It is also extensively used by governments, international
organizations and the private sector for many other purposes
such as internal taxes, trade policies, monitoring of controlled
goods, rules of origin, freight tariﬀs, transport statistics, price
monitoring, quota controls, compilation of national accounts, and
economic research and analysis. The HS is thus a universal
economic language and code for goods, and an indispensable
tool for international trade.
The section is provided by World Customs Organization’s
What Is the Harmonized System (HS).
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Chapter 9

International
Expansion:
Partnering &
Foreign Direct
Investment
After reading this chapter, students will be able to:
• Assess the advantages and disadvantages of
contractual agreements and joint ventures.
• Assess the advantages and disadvantages of
green-field operations and mergers and
acquisitions
• Debate the factors that influence a company’s
decision to invest.

Section 1

Licensing, Franchising, & Turnkey Projects
Licensing

Licensing as a form of a contractual agreement is defined as the
granting of permission by the licensor to the licensee to use
intellectual property rights, such as trademarks, patents, brand
names, or technology, under defined conditions. Licensors
typically receive royalty payments based on a percentage of the
licensee’s sales revenue generated by the licensed property. The
licensors might also receive a one-time fee to cover the cost of
transferring the property to the licensee. The possibility of
licensing makes for a flatter world, because it creates a legal
vehicle for taking a product or service delivered in one country
and providing a nearly identical version of that product or service
in another country. Under a licensing agreement, the
multinational firm grants rights on its intangible property to a
foreign company for a specified period of time. Although the
multinational firm usually has no ownership interests, it often
provides ongoing support and advice. When a product is

Figure 9.1: Each mode of market entry has advantages and

licensed, the foreign partner will use the licensor’s patented

disadvantages. Firms need to evaluate their options to choose the

technology as agreed to manufacture and sell products that

entry mode that best suits their strategy and goals.

meet the licensor’s standards to avoid sales of substandard
products, which could ruin the licensor’s global reputation). For
example, pharmaceuticals manufacturers frequently license their
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technology to foreign firms a fee to produce certain drugs and sell

the licensor from the increased risk of operating its own local

them in the local market.

production facilities in markets that are unstable or hard to assess

Most companies consider this market-entry option of licensing to

accurately.

be a low-risk option because there’s typically no up-front

There also are important disadvantages to using licensing. It can

investment.

restrict a licensor’s future activities. Suppose a licensee is granted

For a multinational firm, the advantage of licensing is that the
company’s products will be manufactured and made available for
sale in the foreign country (or countries) where the product or
service is licensed. The multinational firm doesn’t have to expend
its own resources to manufacture, market, or distribute the
goods. This low cost, of course, is coupled with lower potential
returns, because the revenues are shared between the parties.

the exclusive right to use an asset but fails to produce the sort of
results that a licensor expected. Because the license agreement
is exclusive, the licensor cannot simply begin selling directly in
that particular
market in order to
meet demand
itself nor can it
contract with

Most licensing agreements require licensees to contribute

another licensee. A

equipment and investment financing, whether by building special

good product and

production facilities or by using existing excess capacity. Access

lucrative market,

to such resources can be a great advantage to a licensor who

therefore, do not

Burger King in Sheremetevo International Airport,

wants to expand but lacks the capital and managerial resources

Moscow, Russia
guarantee success for a producer entering
a market through

to do so. And because it need not spend time constructing and

licensing. Licensing might amount to a company “lending”

starting up its own new facilities, the licensor earns revenues

strategically important property to its future competitors. This is

sooner than it would otherwise.

an especially dangerous situation when a company licenses
assets on which its competitive advantage is based. Licensing

Licensing can be a less risky method of international expansion

agreements are often made for several years and perhaps even a

for a licensor than other entry modes. Whereas some markets are

decade or more. During this time, licensees often become highly

risky because of social or political unrest, others defy accurate

competent at producing and marketing the licensor’s product.

market research for a variety of reasons. Licensing helps shield

When the agreement expires, the licensor might find that its
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former licensee is capable of producing and marketing a better

As with licensing, franchising typically leads to the penetration of

version of its own product. Licensing contracts can (and should)

international markets without significant capital investment

restrict licensees from competing in the future with products

abroad by the parent company. In return for the franchise fee, the

based strictly on licensed property. But enforcement of such

franchisee receives technical assistance starting with the location

provisions works only for identical or nearly identical products,

and layout of the outlet, maintenance and use of equipment

not when substantial improvements are made.

required to run the operation, and training in how to serve

Franchising

customers eﬃciently and manage the franchise hygienically.
The parent company’s objective is to make sure that when a

In franchising, the parent firm assumes relatively more risk than

customer visits its franchisee in any country, the quality of

with licensing. Franchising obligates the parent firm to provide

products and services provided are similar. Thus, customers

specialized

visiting a McDonald’s outlet in Sydney, Australia for example, can

equipment and/or services to the franchisee (e.g., product

expect to receive the same quality product and service that they

specification and adaptation, pricing, promotion, and distribution

would receive in the United States, Germany, Singapore, or Saudi

strategies), and sometimes to fund some startup costs. In return,

Arabia. Yet, the menu and service oﬀered at McDonald’s outlets in

the franchisee pays an annual fee, which is generally based upon

diﬀerent countries of the world are adapted to meet local cultural

sales generated and seed money provided for the venture.

norms. if you visit a McDonald’s outlet in Saudi Arabia, you will

The fast-food industry is best known for franchises, domestically
and internationally.
Some of the well-known international fast-food franchises include
McDonald’s, Burger King, Pizza Hut, KFC, Subway, Starbucks,
and Domino’s. Most of the franchises are owned and operated by
local residents who generally obtain local capital to start their
business.

notice that females and families are served in a separate section
from the “singles” (all male) section, and their menus do not
contain any pork items.
Franchising diﬀers from licensing in several ways. First,
franchising gives a company greater control over the sale of its
product in a target market. Franchisees must often meet strict
guidelines on product quality, day-to-day management duties,
and marketing promotions. Second, franchising is primarily used
in service industries such as auto dealerships, entertainment,
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lodging, restaurants, and business services. Third, franchising

Second, franchisees can experience a loss of organizational

requires ongoing assistance from the franchiser in the forms of

flexibility in franchising agreements. Franchise contracts can

management training, location advice, and advertising assistance

restrict their strategic and tactical options, and they may even be

to their franchisees.

forced to promote products owned by the franchiser’s other
divisions. For years PepsiCo owned the well-known restaurant

Advantages of franchising

chains Pizza Hut, Taco Bell, and KFC. As part of their franchise

There are several important advantages of franchising. First,

agreements with PepsiCo, restaurant owners were required to sell

franchisers can use franchising as a low-cost, low-risk entry

only PepsiCo beverages to their customers. Many franchisees

mode into new markets. Companies following global strategies

worldwide were displeased with such restrictions on their product

rely on consistent products and common themes in worldwide

oﬀerings and were relieved when PepsiCo spun oﬀ the restaurant

markets. Franchising allows them to maintain consistency by

chains.

replicating the processes for standardized products in each target
market. Many franchisers, however, will make small modifications
in products and promotional messages when marketing
specifically to local buyers.

Turnkey projects
One of the special modes of carrying out international business is
a turnkey project. It is a contract under which a firm agrees to

Second, franchising is an entry mode that allows for rapid
geographic expansion. Firms often gain a competitive advantage
by being first in seizing a market opportunity. Finally, franchisers
can benefit from the cultural knowledge and know-how of local
managers. This helps lower the risk of business failure in

fully design, construct and equip a manufacturing/ business/
service facility and turn the project over to the purchaser when it
is ready for operation for a remuneration. In a turn-key project,
like the building of a dam, airport, hospitals, water plants, roads,
etc., the supplier takes on complete responsibility for the

unfamiliar markets and can create a competitive advantage.

adherence to delivery dates, the scope and the cost of the entire

Disadvantages of franchising

aﬀect by any risks inside the project and the result of the project

Franchisers may find it cumbersome to manage a large number of
franchisees in a variety of national markets. A major concern is
that product quality and promotional messages among
franchisees will not be consistent from one market to another.

subject of delivery to the customer. The customer thus is not
is covered by one agreement. A longer term version is called BOT
(build-operate and transfer) which means that after building the
facilities, the provider operates it for a period of several years
before transferring to a domestic firm.

The section is provided by Saylor Academy's Fundamentals of Global Strategy.
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Section 2

Joint Ventures
Another way to enter a new market is through a strategic alliance

corporation is trading oﬀ the likelihood of a major payoﬀ against

with a local partner. A strategic alliance stipulates that the

the ability to optimize its investments by betting on multiple

involved parties will cooperate in a certain way for a certain time

options. The key drivers that attract executives to cooperative

to achieve a common purpose. To determine if the alliance

strategies include the need for risk sharing, the corporation’s

approach is suitable for the firm, the firm must decide what value

funding limitations, and the desire to gain market and technology

the partner could bring to the venture in terms of both tangible

access.

and intangible aspects.

Risk sharing

An equity joint venture is a contractual, strategic partnership
between two or more separate business entities to pursue a

Most companies cannot aﬀord “bet-the-company” moves to

business opportunity together. The partners in an equity joint

participate in all product markets of strategic interest. Whether a

venture each contribute capital and resources in exchange for an

corporation is considering entry into a global market or

equity stake and share in any resulting profits. When the equity is

investments in new technologies, the dominant logic dictates

more than 50% for one partner it is called majority joint venture

that companies prioritize their strategic interests and balance

for that partner and minority joint venture for the other partner.

them according to risk.

When the equity is equally shared, it is referred at 50/50 joint
venture.

Funding limitations

Strategic alliances take many forms and are considered for many

Historically, many companies focused on building sustainable

diﬀerent reasons. However, the fundamental motivation in every

advantage by establishing dominance in all the business’s value-

case is the corporation’s ability to spread its investments over a

creating activities. Through cumulative investment and vertical

range of options, each with a diﬀerent risk profile. Essentially, the

integration, they attempted to build barriers to entry that were
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hard to penetrate. However, as the globalization of the business

delivered by Microsoft in its next-generation operating platform,

environment accelerated and the technology race intensified,

and advertising agencies need more and more sophisticated

such a strategic posture became increasingly diﬃcult to sustain.

tracking data to formulate schedules for clients. At the same time,

Going it alone is no longer practical in many industries. To

the pace at which technology is spreading globally is increasing,

compete in the global arena, companies must incur immense

making time an even more critical variable in developing and

fixed costs with a shorter payback period and at a higher level of

sustaining competitive advantage. It is usually beyond the

risk.

capabilities, resources, and good luck in R&D of any corporation

Market access
Companies usually recognize their lack of prerequisite
knowledge, infrastructure, or critical relationships necessary for
the distribution of their products to new customers. Cooperative
strategies can help them fill the gaps. For example, Hitachi has an

to garner the technological advantage needed to independently
create disruption in the marketplace. Therefore, partnering with
technologically compatible companies to achieve the prerequisite
level of excellence is often essential. The implementation of such
strategies, in turn, increases the speed at which technology
diﬀuses around the world.

alliance with Deere & Company in North America and with Fiat

The advantages of partnering with a local firm are that the local

Allis in Europe to distribute its hydraulic excavators. This

firm likely understands the local culture, market, and ways of

arrangement makes sense because Hitachi’s product line is too

doing business better than an outside firm. Partners are

narrow to justify a separate distribution network. What is more,

especially valuable if they have a recognized, reputable brand

customers benefit because the gaps in its product line are filled

name in the country or have existing relationships with customers

with quality products such as bulldozers and wheel loaders from

that the firm might want to access. For example, Cisco formed a

its alliance partners.

strategic alliance with Fujitsu to develop routers for Japan. In the

Technology access
A large number of products rely on so many diﬀerent technologies
that few companies can aﬀord to remain at the forefront of all of
them. Carmakers increasingly rely on advances in electronics,
application software developers depend on new features

alliance, Cisco decided to co-brand with the Fujitsu name so that
it could leverage Fujitsu’s reputation in Japan for IT equipment
and solutions while still retaining the Cisco name to benefit from
Cisco’s global reputation for switches and routers. Similarly, Xerox
launched signed strategic alliances to grow sales in emerging
markets such as Central and Eastern Europe, India, and Brazil.
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Strategic alliances are also advantageous for small

profit by approximately half a million dollars over the life of the

entrepreneurial firms that may be too small to make the needed

agreement.” Failing to consider the values or reliability of a

investments to enter the new market themselves. In addition,

potential partner can be costly, if not disastrous.

some countries require foreign owned companies to partner with
a local firm if they want to enter the market. For example, in Saudi
Arabia, non-Saudi companies looking to do business in the
country are required by law to have a Saudi partner. This
requirement is common in many Middle Eastern countries. Even
without this type of regulation, a local partner often helps foreign
firms bridge the diﬀerences that otherwise make doing business
locally impossible. Walmart, for example, failed several times over

To avoid these missteps, Cisco created one globally integrated
team to oversee its alliances in emerging markets. Having a
dedicated team allows Cisco to invest in training the managers
how to manage the complex relationships involved in alliances.
The team follows a consistent model, using and sharing best
practices for the benefit of all its alliances.
Disadvantages of Joint Ventures

nearly a decade to eﬀectively grow its business in Mexico, until it
found a strong domestic partner with similar business values.

Equity joint ventures pose both opportunities and challenges for
the companies involved. First and foremost is the challenge of

The disadvantages of partnering, on the other hand, are lack of

finding the right partner—not just in terms of business focus but

direct control and the possibility that the partner’s goals diﬀer

also in terms of compatible cultural perspectives and

from the firm’s goals. David Ricks, who has written a book on

management practices.

blunders in international business, describes the case of a US
company eager to enter the Indian market: “It quickly negotiated

Second, the local partner may gain the know-how to produce its

terms and completed arrangements with its local partners.

own competitive product or service to rival the multinational firm.

Certain required documents, however, such as the industrial

This is what’s currently happening in China. To manufacture cars

license, foreign collaboration agreements, capital issues permit,

in China, non-Chinese companies must set up joint ventures with

import licenses for machinery and equipment, etc., were slow in

Chinese automakers and share technology with them. Once the

being issued. Trying to expedite governmental approval of these

contract ends, however, the local company may take the

items, the US firm agreed to accept a lower royalty fee than

knowledge it gained from the joint venture to compete with its

originally stipulated. Despite all of this extra eﬀort, the project was

former partner. For example, Shanghai Automotive Industry

not greatly expedited, and the lower royalty fee reduced the firm’s

(Group) Corporation, which worked with General Motors (GM) to
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build Chevrolets, has plans to increase sales of its own vehicles
tenfold to 300,000 in five years and to compete directly with its
former partner. Use the following scrolling sidebar to read a case

The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

study on the Air France/KLM Group and Delta Air Lines Launch:

New Transatlantic Global Joint Venture
The Air France KLM Group and Delta Air Lines announced
a new, long-term joint venture whereby the partners will
jointly operate their transatlantic business by coordinating
operations and sharing revenues and costs of their
transatlantic-route network. The airlines will cooperate on
routes between North America and Africa, the Middle East
and India, as well as on flights between Europe and
several countries in Latin America.
For customers, this joint venture will result in more
choices, frequencies, convenient flight schedules,
competitive fares, and harmonized services on all
transatlantic flights operated by the partners. The joint
venture represents approximately 25% of total
transatlantic capacity, with annual revenues estimated at
more than $12 billion (approximately 9.3 billion euros,
reference year 2008–2009). Global passengers will be able
to access a vast network oﬀering over 200 flights and
approximately 50,000 seats daily. That network is
structured around six main hubs: Amsterdam, Atlanta,
Detroit, Minneapolis, New York-JFK, and Paris-CDG,
together with Cincinnati, Lyon, Memphis, and Salt Lake
City. The airline partners will provide their corporate clients
with a broad global oﬀering that best meets their
expectations for the most convenient airline system, while
providing eﬃcient account management as well as ease of
travel for their clients. Going forward, this structure will
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Section 3

Foreign Direct Investment (FDI)
FDI refers to an investment in or the acquisition of foreign assets

diﬀerent currencies. The higher interest rates in developing

with the intent to control and manage them. Companies can

nations has strengthened their currencies relative to the dollar or

make an FDI in several ways, including purchasing the assets of

euro. If the acquiring firm is in a country with a strong currency,

a foreign company; investing in the company or in new property,

the acquisition is comparatively cheaper to make. As Wharton

plants, or equipment; or participating in a joint venture with a

professor Lawrence G. Hrebiniak explains, “Mergers fail because

foreign company, which typically involves an investment of

people pay too much of a premium. If your currency is strong,

capital or know-how. FDI is primarily a long-term strategy.

you can get a bargain.”

Acquisitions

When deciding whether to pursue an acquisition strategy, firms
examine the laws in the target country. China has many

An acquisition is a transaction in which a firm gains control of

restrictions on foreign ownership, for example, but even a

another firm by purchasing its stock, exchanging the stock for its

developed-world country like the United States has laws

own, or, in the case of a private firm, paying the owners a

addressing acquisitions. For example, you must be an American

purchase price. In our increasingly flat world, cross-border

citizen to own a TV station in the United States. Likewise, a

acquisitions have risen dramatically. In recent years, cross border

foreign firm is not allowed to own more than 25 percent of a US

acquisitions have made up over 60 percent of all acquisitions

airline.

completed worldwide. Acquisitions are appealing because they
give the company quick, established access to a new market.
However, they are expensive, which in the past had put them out
of reach as a strategy for companies in the undeveloped world to
pursue. What has changed over the years is the strength of

Acquisition is a good entry strategy to choose when scale is
needed, which is particularly the case in certain industries (e.g.,
wireless telecommunications). Acquisition is also a good strategy
when an industry is consolidating. Nonetheless, acquisitions are
risky. Many studies have shown that between 40 percent and 60
156

percent of all acquisitions fail to increase the market value of the

Greenfield investment is often complex and potentially costly, but

acquired company by more than the amount invested.

it aﬀords the firm maximum control and has the most potential to

Greenfield
The process of establishing of a new, wholly owned subsidiary
from scratch is called Greenfield venture. Countries like Hong
Kong and Singapore long ago realized that both global trade and
FDI would help them grow exponentially and improve the
standard of living for their citizens. As a result, Hong Kong (before
its return to China) was one of the easiest places to set up a new
company. Guidelines were clearly available, and businesses could
set up a new oﬃce within days. Similarly, Singapore, while a bit

provide above-average returns. The costs and risks are high
given the costs of establishing a new business operation in a new
country. The firm may have to acquire the knowledge and
expertise of the existing market by hiring either host-country
nationals—possibly from competitive firms—or costly
consultants. An advantage is that the firm retains control of all its
operations. Establishing or purchasing a wholly owned subsidiary
requires the highest commitment on the part of the international
firm, because the firm must assume all of the risk—financial,
currency, economic, and political.

more discriminatory on the size and type of business, oﬀered

McDonald’s, for example, has a plant in Italy that supplies all the

foreign companies a clear, streamlined process for setting up a

buns for McDonald’s restaurants in Italy, Greece, and Malta.

new company. In contrast, for decades, many other countries in

International sales has accounted for as much as 60 percent of

Asia (e.g., India, China, Pakistan, the Philippines, and Indonesia)

McDonald’s annual revenue. Cautions When Purchasing an

restricted or controlled FDI in their countries by requiring

Existing Foreign Enterprise.

extensive paperwork and bureaucratic approvals as well as local
partners for any new foreign business. These policies created
disincentives for many global companies. By the 1990s (and
earlier for China), many of the countries in Asia had caught the
global trade bug and were actively trying to modify their policies
to encourage more Greenfield FDI. Some were more successful
than others, often as a result of internal political issues and
pressures rather than from any repercussions of global trade.

As we’ve seen, some companies opt to purchase an existing
company in the foreign country outright as a way to get into a
foreign market quickly. When making an acquisition, due
diligence is important—not only on the financial side but also on
the side of the country’s culture and business practices. The
annual disposable income in Russia, for example, exceeds that of
all the other BRIC countries (i.e., Brazil, India, and China). For
many major companies, Russia is too big and too rich to ignore
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as a market. However, Russia also has a reputation for corruption
and red tape that even its highest-ranking oﬃcials admit.
Presidential economic advisor Arkady Dvorkovich (whose oﬃce in
the Kremlin was once occupied by Soviet leader Leonid
Brezhnev), for example, advises, “Investors should choose
wisely” which regions of Russia they locate their business in,
warning that some areas are more corrupt than others. Corruption
makes the world less flat precisely because it undermines the
viability of legal vehicles, such as licensing, which otherwise lead
to a flatter world. The culture of corruption is even embedded into
some Russian company structures. In the 1990s, laws
inadvertently encouraged Russian firms to establish legal
headquarters in oﬀshore tax havens, like Cyprus. A tax haven is a
country that has very advantageous (low) corporate income taxes.
Businesses registered in these oﬀshore tax havens to avoid
certain Russian taxes. Even though companies could obtain a
refund on these taxes from the Russian government, “the
procedure is so complicated you never actually get a refund,”
said Andrey Pozdnyakov, cofounder of Siberian-based Elecard.
This oﬀshore registration, unfortunately, is a danger sign to
potential investors like Intel. “We can’t invest in companies that
have even a slight shadow,” said Intel’s Moscow-based regional
director Dmitry Konash about the complex structure predicament.

Did You Know?
Some foreign companies believe that owning their own
operations in China is an easier option than having to deal with
a Chinese partner. For example, many foreign companies still
fear that their Chinese partners will learn too much from them
and become competitors. However, in most cases, the
Chinese partner knows the local culture—both that of the
customers and workers—and is better equipped to deal with
Chinese bureaucracy and regulations. In addition, even wholly
owned subsidiaries can’t be totally independent of Chinese
firms, on whom they might have to rely for raw materials and
shipping as well as maintenance of government contracts and
distribution channels. Collaborations oﬀer diﬀerent kinds of
opportunities and challenges than self-handling Chinese
operations. For most companies, the local nuances of the
Chinese market make some form of collaboration desirable.
The companies that opt to self-handle their Chinese
operations tend to be very large and/or have a proprietary
technology base, such as high-tech or aerospace companies
—for example, Boeing or Microsoft. Even then, these
companies tend to hire senior Chinese managers and
consultants to facilitate their market entry and then help
manage their expansion. Nevertheless, navigating the local
Chinese bureaucracy is tough, even for the most-experienced
companies. Let’s take a deeper look at one company’s entry
path and its wholly owned subsidiary in China. Embraer is the
largest aircraft maker in Brazil and one of the largest in the
world. Embraer chose to enter China as its first foreign market,
using the joint-venture entry mode. In 2003, Embraer and the
Aviation Industry Corporation of China jointly started the
Harbin Embraer Aircraft Industry. A year later, Harbin Embraer
began manufacturing aircraft.
In 2010, Embraer announced the opening of its first subsidiary
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• Ease: Is it relatively straightforward to invest and/or set up

Factors that influence a company’s decision to
invest
Let’s look at why and how companies choose to invest in foreign
markets. Simply purchasing goods and services or deciding to
invest in a local market depends on a business’s needs and
overall strategy. Many considerations influence its decisions:
• Cost: Is it cheaper to produce in the local market than
elsewhere?
• Logistics: Is it cheaper to produce locally if the transportation
costs are significant?
• Market: Has the company identified a significant local market?
• Natural resources: Is the company interested in obtaining
access to local resources or commodities?

operations in the country, or is there another country in which
setup might be easier?
• Culture: Is the workforce or labor pool already skilled for the
company’s needs or will extensive training be required?
• Impact: How will this investment impact the company’s revenue
and profitability?
• Expatriation of funds: Can the company easily take profits out
of the country, or are there local restrictions?
• Exit: Can the company easily and orderly exit from a local
investment, or are local laws and regulations cumbersome and
expensive?
These are just a few of the many factors that might influence a
company’s decision. Keep in mind that a company doesn’t need
to sell in the local market in order to deem it a good option for
direct investment.

• Know-how: Does the company want access to local
technology or business process knowledge?

For example, companies set up manufacturing facilities in lowcost countries but export the products to other markets.

• Customers and competitors: Does the company’s clients or
competitors operate in the country?
• Policy: Are there local incentives (cash and noncash) for
investing in one country versus another?

How governments influence FDI
In most instances, governments seek to limit or control foreign
direct investment to protect local industries and key resources
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(oil, minerals, etc.), preserve the national and local culture, protect

• Administrative processes and regulatory environment: Host-

segments of their domestic population, maintain political and

country governments streamline the process of establishing

economic independence, and manage or control economic

oﬃces or production in their countries. By reducing

growth. A government use various policies and rules:

bureaucracy and regulatory environments, these countries

• Ownership restrictions: Host governments can specify
ownership restrictions if they want to keep the control of local

appear more attractive to foreign firms.
• Invest in education: Countries seek to improve their workforce

markets or industries in their citizens’ hands. Some countries,

through education and job training. An educated and skilled

such as Malaysia, go even further and encourage that

workforce is an important investment criterion for many global

ownership be maintained by a person of Malay origin, known

businesses.

locally as bumiputra. Although the country’s Foreign Investment
Committee guidelines are being relaxed, most foreign
businesses understand that having a bumiputra partner will
improve their chances of obtaining favorable contracts in
Malaysia.
• Financial incentives: Host countries oﬀer businesses a
combination of tax incentives and loans to invest. Home-

• Political, economic, and legal stability: Host-country
governments seek to reassure businesses that the local
operating conditions are stable, transparent (i.e., policies are
clearly stated and in the public domain), and unlikely to change.
The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

country governments may also oﬀer a combination of
insurance, loans, and tax breaks in an eﬀort to promote their
companies’ overseas investments.
• Infrastructure: Host governments improve or enhance local
infrastructure—in energy, transportation, and communications—
to encourage specific industries to invest. This also serves to
improve the local conditions for domestic firms.
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Chapter 10

Value
Disciplines &
Global
Strategies
After reading this chapter, students will be able to:
• Illustrate how the operational excellence value
discipline is being deployed by successful
international companies.
• Illustrate how the customer intimacy value
discipline is being deployed by successful
international companies.
• Illustrate how the product leadership value
discipline is being deployed by successful
international companies.

A business model is therefore simply a description of how a
company does business. It describes who its customers are, how
it reaches them and relates to them (market participation); what a
company oﬀers its customers (the value proposition); with what
resources, activities, and partners it creates its oﬀerings (value
chain infrastructure); and, finally, how it organizes and manages
its operations (global management model.
A company’s value proposition composes the core of its business
model; it includes everything it oﬀers its customers in a specific
market or segment. This comprises not only the company’s
bundles of products and services but also how the company
diﬀerentiates itself from its competitors. A value proposition
therefore consists of the full range of tangible and intangible
benefits a company provides to its customers (stakeholders).
The value proposition in particular is shaped by the firm’s
underlying value creation strategy or value discipline, a term
Every company has a core domestic strategy, although it may not
always be explicitly articulated. This strategy most likely evolved
over time as the company rose to prominence in its domestic
market and reflects key choices about what value it provides to
whom and how, and at what price and cost. At any point in time,
these choices are reflected in the company’s primary business

coined by Michael Treacy and Fred Wiersema to describe
diﬀerent ways companies can diﬀerentiate itself from competitors.
A value discipline is more than just a benefit statement—it is a
statement of strategic focus and provides a context for a
company to set its corporate vision and objectives, to target its
most profitable customers, and to focus and align its activities.

model, a conceptual framework that summarizes how a company

In contrast to more traditional market segmentation strategies,

creates, delivers, and extracts value.

which group customers by geography, product mix, or
demographics, value disciplines segment customers according to
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the full range of benefits that are most valuable to them.

prices and with minimal inconvenience. Because they build their

Specifically, Treacy and Wiersema identify three generic value

entire businesses around these goals, these organizations do not

disciplines: operational excellence, customer intimacy, and

look or operate like other companies pursuing other value

product leadership.

disciplines.

Operational excellence

An operationally excellent company proactively designs its entire
business model for its targeted customer segments, paying

A strategy of operational excellence is defined by a relentless

particular attention to speed, eﬃciency, and cost. This includes

focus on providing customers with reliable products or services at

critically reevaluating business processes, reassessing the

competitive prices and delivered with minimal diﬃculty or

complete supply chain, and reaching out to suppliers,

inconvenience. Dell Inc., for instance, is a master of operational

distributors, and customers to create a larger, more integrated

excellence. Dell has shown buyers of electronics that they do not

approach to meeting customer needs. Achieving market

have to sacrifice quality or state-of-the-art technology in order to

leadership through operational excellence requires the

buy PCs, printers, or other products easily and inexpensively. By

development of a business model that pervades the entire

selling to customers directly, building to order rather than to

organization. Thus, becoming operationally excellent is a

inventory, and creating a disciplined, extremely low-cost culture,

challenge not just for the manufacturing department but for the

Dell has been able to undercut its competitors in price yet provide

entire company. And while operationally excellent companies are

high-quality products and service. Other leaders in operational

focused on cost and eﬃciency, they are not necessarily the

excellence include Wal-Mart, Jet Blue, ING bank, and Federal

lowest cost producer or supplier. The notion that an operationally

Express.

excellent company is fixated on costs and cost cutting, has a

Companies pursuing operational excellence are relentless in
seeking ways to minimize overhead costs, to eliminate
intermediate production steps, to reduce transaction and other

rigid command and control organization, and is focused on plant
and internal eﬃciencies is a limited view that seriously misstates
the intent and goals of operational excellence.

“friction” costs, and to optimize business processes across

Operational excellence and service reliability are integral to Air

functional and organizational boundaries. They focus on

Arabia’s success. In selecting Air Arabia for its operational

delivering their products or services to customers at competitive

excellence rankings, Airbus conducted a detailed technical
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analysis of all carriers in the segment. Air Arabia recorded the

customer knowledge with operational flexibility so they can

highest indicators for operational reliability and aircraft utilization

respond quickly to almost any need, from customizing a product

reflecting the carrier’s extremely high maintenance and technical

to fulfilling special requests. As a consequence, these companies

standards.

engender tremendous customer loyalty. Nordstrom, the

Currently, Air Arabia has a fleet of 16 Airbus A320 aircraft and has
already placed an order of 44 additional Airbus A320s. By the end
of 2009, Air Arabia expected to add two more aircraft and

department store, for example, is better than any other company
in its market of customer service and getting the customer
precisely the product or information he or she wants.

increase its fleet size to 18. Air Arabia (PJSC), listed on the Dubai

While companies pursuing operational excellence concentrate on

Financial Market, is the Middle East and North Africa’s leading

the operational side of their business models, those pursuing a

low-cost carrier. Air Arabia commenced operations in October

strategy of customer intimacy continually tailor and shape

2003 and currently operates a fleet of 16 new Airbus A320

products and services to fit an increasingly fine definition of the

aircraft, currently serving 44 destinations across the Middle East,

customer. This can be expensive, but customer-intimate

North Africa, South Asia, and Central Asia through its main hub in

companies are willing to take a long-term perspective and invest

Sharjah, United Arab Emirates. Air Arabia is modeled after leading

to build lasting customer loyalty. They typically look at the

American and European low-cost airlines, and its business model

customer’s lifetime value to the company, not the value of any

is customized to accommodate local preferences. Its main focus

single transaction. This is why employees in these companies will

is to make air travel more convenient through Internet bookings

do almost anything—with little regard for initial cost—to make

and through oﬀering the lowest fares in the market along with the

sure that each customer gets exactly what he or she really wants.

highest levels of safety and service standards.

Nordstrom is a good example of such a company. A few years

Customer intimacy

ago, Home Depot was known for its customer intimacy; more
recently, however, it has strayed from this strategic focus.

A focus on customer intimacy, the second value discipline, means

Customer-intimate companies understand the diﬀerence between

segmenting and targeting markets precisely and then tailoring

profit or loss on a single transaction and profit over the lifetime of

oﬀerings to exactly match the demands of those niches.

their relationship with a single customer. Most companies know,

Companies that excel in customer intimacy combine detailed

for instance, that not all customers require the same level of
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service or will generate the same revenues. Profitability, then,
depends in part on maintaining a system that can identify, quickly

Customer Intimacy at the Four Seasons

and accurately, which customers require what level of service and
how much revenue they are likely to generate. Sophisticated
companies now routinely use a telephone-computer system
capable of recognizing individual customers by their telephone
numbers when they call. Such systems allow diﬀerential levels of
service for diﬀerent customer groups. Clients with large accounts
and frequent transactions are routed to their own senior account
representative; those who typically place only an occasional order
are referred to a more junior employee or a call center. In either
case, the customer’s file appears on the representative’s screen
before the phone is answered. What is more, such a system
allows the company to direct specific value-added services or
products to specific groups of clients.
Some years ago, Kraft USA decided to strengthen its focus on
customer intimacy and created the capacity to tailor its

Isadore Sharp, one of four children of Polish parents who
immigrated to Toronto before his birth in 1931, opened his first
hotel—the Four Seasons Motor Hotel—in 1961 with 125
aﬀordable rooms in a rather seedy area outside the core of
downtown Toronto.
At that time, a would-be hotelier had two choices. He could build
a small motel with fewer than 200 rooms and simple amenities at
relatively low cost. The alternative was a large downtown hotel
catering to business travelers. Such hotels usually had at least
750 guest rooms and extensive amenities, including conference
facilities, multiple restaurants, and banquet rooms. Each type of
hotel had its advantages as well as distinct drawbacks. For all its
comfort and intimacy, the small motel was not an option for the
business traveler who needed a well-appointed meeting room or
state-of-the-art communications facilities. Large hotels produced
a big enough pool of revenues to fund the features the market
demanded but tended to be cold and impersonal.

build the information systems, and educate and motivate the

But after opening his fourth hotel, Sharp decided to experiment
and combine the best of the small hotel with the best of the large
hotel. He envisioned a medium-sized hotel, big enough to aﬀord
an extensive array of amenities but small enough to maintain a
sense of intimacy and personalized service. Sharp reasoned that
if the Four Seasons oﬀered distinctly better service than its
competitors, it could charge a substantial premium, boosting
revenue per room to the point where it could oﬀer top-of-the-line
amenities. Before he could ask guests to pay a super-premium
room rate, though, Sharp understood that he would have to oﬀer
them an entirely diﬀerent kind of service.

people required to pursue a strategy of customer intimacy. Like

Luxury, at that time, was chiefly defined in terms of architecture

advertising, merchandising, and operations in a single store, or in
several stores within a supermarket chain, to the needs of those
stores’ particular customers. To do so, it had to develop new
information systems and analytical capabilities and educate its
sales force to create multiple, so-called micro merchandising
programs for a chain that carries its products. In other words,
Kraft first had to change itself: it had to create the organization,
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most companies that pursue customer intimacy, Kraft

on creativity; constant innovation is the key to their success. They

decentralized its marketing operations in order to empower the

look for new ideas inside as well as outside the company, have an

people actually dealing with the customer. Today, Kraft

“experimentation is good” mind-set, and reward risk taking.

salespeople are trained and rewarded to work with individual

Second, they know that in order to be successful, they must be

store managers and regional managers to create customized

fast in capitalizing on new ideas; they know how to commercialize

promotional programs. To do so, the company gives them the

new ideas quickly. To do so, all their business and management

data they need to make recommendations to store managers and

processes have to be engineered for speed.

to shape promotional programs such as consumer purchases by
store, category, and product and their response to past price and
other promotions. At corporate headquarters, Kraft trade
marketing teams sort and integrate information from multiple
sources to supply the sales force with a menu of programs,
products, value-added ideas, and selling tools. For instance, the

The last value discipline is product leadership. Product leaders
must relentlessly pursue new solutions to the problems that their
own latest product or service has just solved. In other words, if
anyone is going to render their technology obsolete, they prefer
to do it themselves.

trade marketing team sorted all shoppers into six distinct groups,

Examples of companies that use product leadership as a

with names such as “full-margin shoppers,” “planners and dine-

cornerstone of their strategies include BMW, Intel, Apple, and

outs,” and “commodity shoppers.” Use the adjacent scrolling

Nike. These companies have created and maintain a culture that

side bar to read a case study on customer intimacy.

encourages employees to bring ideas into the company and, just

Product leadership
Finally, product leadership, the third discipline, means oﬀering
customers leading-edge products and services that consistently
enhance the customer’s use or application of the product, thereby
making rivals’ goods obsolete. Companies that pursue product
leadership are innovation-driven, and they constantly raise the
bar for competitors by oﬀering more value and better solutions.
Product leaders work with three basic principles. First, they focus

as important, they listen to and consider these ideas, however
unconventional and regardless of the source. In addition, product
leaders continually scan the landscape for new product or service
possibilities; where others see glitches in their marketing plans or
threats to their product lines, companies that focus on product
leadership see opportunity and rush to capitalize on it. Product
leaders avoid bureaucracy at all costs because it slows
commercialization of their ideas. Managers make decisions
quickly since, in a product leadership company, it is often better
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to make a wrong decision than to make a late or not at all. That is
why these companies are prepared to decide today, then

How Apple Maintains Product Leadership

implement tomorrow. Moreover, they continually look for new
ways—such as concurrent engineering—to shorten their cycle

innovators are willing to take the long view of profitability,

How does Apple consistently redefine each market it enters
by creating products that leapfrog the competition? First, it
takes clarity of purpose and resolve: it may take years to
cultivate new skills and build the right new product. Second,
a significant investment in infrastructure is required: for
example, Apple supports a dedicated innovation team. Third,
consistently redefining markets requires strategic clarity:
innovating eﬀectively means creating your own opportunities
in a crowded marketplace to avoid both mediocrity and
commoditization. Fourth, patience is essential: creativity does
not always follow the clock. False starts and the occasional
flop are part of the process and must not only be tolerated
but be sources of learning. Fifth, strong leadership is a
prerequisite: innovation does not happen by committee.
Visionaries with eﬀective management skills are hard to find,
but they are a critical ingredient for success.

recognizing that whether they extract the full profit potential from

Clarity of purpose & resolve

times. Japanese companies, for example, succeed in automobile
innovation because they use concurrent development processes
to reduce time to market. They do not have to aim better than
competitors to score more hits on the target because they can
take more shots from a closer distance.
Product leaders are their own fiercest competitors. They
continually cross a frontier, then break more new ground. They
have to be adept at rendering obsolete the products and services
that they have created because they realize that if they do not
develop a successor, another company will. Apple and other

an existing product or service is less important to the company’s
future than maintaining its product leadership edge and
momentum. These companies are never blinded by their own
successes.
Finally, product leaders also possess the infrastructure and
management systems needed to manage risk well. For example,
each time Apple ventures into an untapped area, it risks millions
of dollars as well as its reputation. It takes that chance, though, in
part because its hybrid structure allows it to combine the

Apple’s company motto, “Think Diﬀerent,” provides a hint at
how Apple maintains focus and it is introspective, selfcontained operating style that is capable of confounding
competitors and shaking up entire industries. Internally, Apple
barely acknowledges competition. It is the company’s ability
to think diﬀerently about itself that keeps Apple at the head of
the pack. Current and past employees tell stories about
products that have undergone costly overhauls just to
improve one simple detail. Other products are canceled
entirely because they do not fit in or do not perform up to par.
Apple’s culture has codified a habit that is good for any
company to have but is especially valuable for firms that
make physical things: stop, step back from your product, and
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economies of scale and resource advantages of a multibillion-

reasonable price premium or purchase inconvenience they might

dollar corporation with the cultural characteristics of a startup

incur. Chain stores—whether in the food, book, or music business

company. Use the adjacent scrolling side bar to read a case study

—that customize their inventories to match regional or even

about how Apple maintains product leadership.

neighborhood tastes serve this category of customer. Other

Choosing a value discipline or selecting a target
market?

retailers and catalogers attract this customer type by oﬀering the
largest imaginable range of products. They typically do not carry
just one version of a product or a single brand but many versions
or multiple brands.

Choosing a value discipline and selecting a particular set of
customers to serve are two sides of the same coin. Customers

Finally, customers attuned to product leadership crave new,

seeking operational excellence define value on the basis of price,

diﬀerent, and unusual products. As clothing buyers, they are

convenience, and quality, with price the dominant factor. They are

primarily interested in fashion and trends. In an industrial context,

less particular about what they buy than they are about getting it

they are buyers who value state-of-the-art products or

at the lowest possible price and with the least possible hassle.

components because their own customers demand the latest

They are unwilling to sacrifice low price or high convenience to

technology from them. If they are service companies, they want

acquire a product with a particular label or to obtain a premium

suppliers that help them seize breakthrough opportunities in their

service. Whether they are consumers or industrial buyers, they

own markets. They also like to be the first to adopt new

want high quality goods and services, but, even more, they want

technologies, whether BlackBerrys, new cell phones, or large flat-

to get them cheaply or easily or both. These customers like to

screen TVs.

shop for retail goods at discount and membership warehouse
stores, and they are comfortable buying directly from

Market leadership & value disciplines

manufacturers. When they buy a car, they seek basic

The research by Treacy and Wiersema revealed that companies

transportation, and when they buy or sell stocks, they use

that push the boundaries of one value discipline while meeting

discount brokers. Consumers seeking customer intimacy are far

industry standards in the other two often gain a significant lead—

more concerned with obtaining precisely what they want or need.

one that competitors have diﬃculty overcoming. A key reason is

The specific features and benefits of the product or the way the

that value-discipline leaders do not just tailor their products and

service is delivered are far more important to them than any
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services to their customers’ preferences but align their entire

The section is provided by Saylor Academy's Fundamentals

business model to serve a chosen value discipline. This makes it

of Global Strategy.

much harder for competitors to copy them, thus providing them
with a more enduring competitive advantage. Companies in
diﬀerent industries that pursue the same value discipline share
many characteristics. The business models of Federal Express,
Southwest Airlines, and Wal-Mart, for example, are notably similar
because they all pursue operational excellence. Someone
working at FedEx, therefore, would likely be very comfortable at
Wal-Mart, and vice versa. Similarly, the systems, structures, and
cultures of product leaders such as Apple in electronics, Johnson
& Johnson in health care and pharmaceuticals, and Nike in sport
shoes have a great deal in common. But across disciplines, the
similarities end. Employees from Wal-Mart do not fit well with the
value propositions, management styles, and cultures at Nike or
Nordstrom.
When a company decides to go global and is faced with the
challenge of adapting its business model to the needs of a foreign
market, a key question is how easily the underlying value
discipline “travels” or whether the company has to embrace a
diﬀerent strategic focus to succeed. Adapting a business model
within a particular value discipline at which the company excels is
decidedly easier than creating a new business model based on
another value discipline that the company has not previously
focused on, as the following mini case attests to.
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Chapter 11

International
Outsourcing
After reading this chapter, students will be able to:
• Discuss the merits and rewards of international
outsourcing.
• Discuss the risks and challenges of international
outsourcing.
• Identify top international outsourcing companies
and their specializations.

Few companies, especially ones with a global presence, are self-

outsourcing. It is hard to imagine, however, that operationally

suﬃcient in all of the activities that make up their value chain.

excellent companies would consider outsourcing activities that

Growing global competitive pressures force companies to focus

are critical to the eﬃcacy of their supply chain.

on those activities they judge as critical to their success and
excel at—core capabilities in which they have a distinct
competitive advantage—and that can be leveraged across
geographies and lines of business.

Similarly, companies operating with a customer-intimate business
model should be reluctant to outsource customer-service-related
functions, while product leaders should nurture their capacity to
innovate. That is why Toyota made continuous investments in its
production system as it globalized its operations, Procter &
Gamble focused on strengthening its world-class innovation and
marketing capabilities as it expanded abroad, and Wal-Mart
continued to refine its supply-chain management capabilities.
Firms tend to concentrate their investments in global value chain
activities that contribute directly to their competitive advantage
and, at the same time, help the company retain the right amount
of strategic flexibility. Making such decisions is a formidable
challenge—capabilities that may seem unrelated at first glance

Factory in Shenzen, China

can turn out to be critical for creating an essential advantage

Which activities should be kept in house and which ones can

when they are combined. As an example, consider the case of a

eﬀectively be outsourced depends on a host of factors, most

leading consumer packaged-goods company that created strong

prominently the nature of the company’s core strategy and

embedded capabilities in sales. Its smaller brands showed up on

dominant value discipline.

retailers’ shelves far more regularly than comparable brands from

Outsourcing
In principle, every functional or value-adding activity, from

competitors. It was also known for the eﬃcacy of its short-term
R&D in rapidly bringing product variations to market. These
capabilities are worth investing in separately, but, together, they

research to manufacturing to customer service, is a candidate for
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add up to a substantial advantage over competitors, especially in

organizations can often adjust to demand more easily than fully

introducing new products.

integrated organizations.

Outsourcing and oﬀshoring of component manufacturing and

Enhanced expertise

support services can oﬀer compelling strategic and financial
advantages including lower costs, greater flexibility, enhanced
expertise, greater discipline, and the freedom to focus on core
business activities.
Lower costs
Savings may result from lower inherent, structural, systemic, or
realized costs. A detailed analysis of each of these cost
categories can identify the potential sources of advantage. For
example, larger suppliers may capture greater scale benefits than
the internal organization. The risk is that eﬃciency gains lead to
lower quality or reliability. Oﬀshoring typically oﬀers significant
infrastructure and labor cost advantages over traditional
outsourcing. In addition, many oﬀshoring providers have
established very large-scale operations that are not economically
possible for domestic providers.
Greater flexibility
Using an outside supplier can sometimes add flexibility to a
company such that it can rapidly adjust the scale and scope of
production at low cost. As we have learned from the Japanese
keiretsu and Korean chaebol conglomerates, networks of

Some suppliers may have proprietary access to technology or
other intellectual property advantages that a firm cannot access
by itself. This technology may improve operational reliability,
productivity, eﬃciency, or long-term total costs and production.
The significant scale of today’s oﬀshore manufacturers, in
particular, allows them to invest in technology that may be cost
prohibitive for domestic providers.
Greater discipline
Separation of purchasers and providers can assist with
transparency and accountability in identifying true costs and
benefits of certain activities. This can enable transactions under
market-based contracts where the focus is on output rather than
input. At the same time, competition among suppliers creates
choice for purchasers and encourages the adoption of innovative
work practices.
Focus on core activities
The ability to focus frees up resources internally to concentrate
on those activities at which the company has distinctive capability
and scale, experience, or diﬀerentiation to yield economic
benefits. In other words, focus allows a company to concentrate
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on creating relative advantage to maximize total value and allows

pressures on these firms to bring out new products at an ever

others to produce supportive goods and services.

rapid pace to meet market needs are increasing. With it, the

While outsourcing is largely about scale and the ability to provide
services at a more competitive cost, oﬀshoring is primarily driven
by the dramatic wage-cost diﬀerentials that exist between
developed and developing nations. However, cost should not be
the only consideration in making oﬀshoring decisions; other
relevant factors include the quality and reliability of labor
continuous process improvements, environment, and
infrastructure. Political stability and broad economic and legal
frameworks should also be taken into account. In reality, even
very significant labor cost diﬀerentials between countries cannot
be the sole driver of oﬀshoring decisions. Companies need to be

pressures on the R&D function are increasing. In order to alleviate
the pressure, firms have to either increase R&D budgets or find
ways to utilize the resources in a more productive way. There are
situations when a firm should consider outsourcing some of its
R&D work to contract research organizations or universities, for
example, when (a) in-house new product design is ineﬀective or
too slow, (b) the company is plagued by consistent project time
and cost overruns, (c) loss of key talent has slowed new product
development, (d) there is a need for an immediate competitive
response, or (e) when problems of quality or yield reduce R&D
eﬀectiveness.

assured of quality and reliability in the services they are

The growth in knowledge-based outsourcing is mainly driven by

outsourcing. This is the same whether services are outsourced

cost imperatives, but, increasingly, shortages of talent in home

domestically or oﬀshore.

markets and the growing availability of skills in nations such as

Growth in knowledge-based outsourcing
In the last 20 years companies have outsourced many activities,
including manufacturing, back oﬃce functions, information
technology (IT) services, and customer support. Now the focus is
shifting to more knowledge-intensive areas, such as product
development, R&D, engineering, and analytical services. For
example, as noted above, pharmaceutical companies depend on
a steady pipeline of new products from R&D. The competitive

India, China, and Russia play a role. A second driver behind the
growth in knowledge-based outsourcing is the increasing
“commoditization” of standard business processes and IT
services, depressing margins on such activities for outsourcers.
This has further encouraged service providers to switch to other
activities for which profits are potentially greater—including
“innovation services” such as new product development (NPD),
R&D, and engineering. According to Booz & Company, there has
been 95% growth in the provision of such capabilities since the
millennium. [2] At the same time, providers of standardized
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services have come to recognize that they need to focus on

Companies that successfully manage knowledge-based

eﬃciency and more seamless client integration if they are to

outsourcing are looking to create collaborative management

continue making suﬃcient returns. By contrast, innovation

models that share responsibilities, risks, and rewards, enabling

services, including everything from prototype design to credit

both sides to reach their objectives. This “co-management”

analysis, are more complex and client specific, and therefore are

approach involves outsourcers treating contractors as valued

more likely to command a premium.

collaborators even in cases where competitors are employing the

For companies considering knowledge-based outsourcing, the
lack of standardization means that partner vetting is critical and
that outsourcers need to consider investing in captive or near-

same company. It will also necessitate joint investment in oﬀshore
staﬀ development, helping providers to retain talent and maintain
their revenue margins.

captive operations that can be suﬃciently customized. That may

Increased use of knowledge-based oﬀshoring could have

mean turning to smaller providers—that is, those with fewer than

significant ramifications on how companies are organized. Rather

500 employees—that are better able to meet exacting

than multinational organizations with business units staﬀed by

requirements. The process of contracting with multiple, small

expatriate managers and orchestrated from a central

service providers in diﬀerent parts of the world is challenging.

headquarters, the organization of the future will be more globally

Many companies are still struggling to integrate more

distributed, with managers seeking out talent wherever it is

standardized processes with their existing core operations.

located and plugging in capabilities when needed. Unlike the

Outsourcing knowledge-intensive activities will involve a whole

outsourcing of the past, knowledge-based oﬀshoring is not

new level of managerial complexity, potentially upending

simply about labor arbitrage; it is about transforming companies

fundamental notions of how companies see themselves and what

into more nimble, flexible entities. Use the scrolling side bar on

they do. Outsourcing vital activities such as prototype design and

the following page to read a case study about outsourcing,

engineering support will be fraught with risk, with potentially

research and development, and clinical trials.

significant downsides. However, organizations will have little
choice: the need to identify talent outside the home territory will
force them to work with partners overseas, whatever the pitfalls.
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Outsourcing of R&D in the Pharmaceutical
Industry

Risks associated with outsourcing
Outsourcing can have significant benefits but is not without risk.
Some risks, such as potentially higher oﬀshoring costs due to the

To cut costs and speed development, Eli Lilly outsources a
substantial portion of its R&D—including clinical trials—to
countries such as India and China. Lilly is not the only
pharmaceutical company that has relocated R&D operations
to the developing world; Pfizer tests drugs in Russia, and
AstraZeneca conducts clinical trials in China. The main driver
is rising development costs, estimated at some $1.1 billion
per drug—including expenses on all the products that do not
make it to the market—and expected to increase to $1.5
billion by 2010.

eroding value of the U.S. dollar, can be anticipated and

More recently, Lilly and other drug makers have begun to
expand their R&D eﬀorts in India and China to include
clinical trials. These are the late-stage experiments to prove
a drug can be used on humans. These tests are enormously
expensive; Lilly estimates that each Phase III test costs at
least $50 million a year.

can result in customers not receiving goods promptly;

To reduce costs, Lilly plans to move 20% to 30% of this
testing in the next few years. While cost reduction is the
main reason for the migration, this migration is made
possible by the investments these nations have made in the
necessary research labs, hospitals, and professional staﬀs to
conduct studies that meet the stringent regulations of the
U.S. Food & Drug Administration or drug regulators in the
European Union.
While these outsourcing initiatives are extremely successful,
it is unlikely that Lilly will move its entire R&D portfolio
abroad. It will likely keep a number of centers of excellence
in the United States, renowned for their path-breaking
research in cancer and heart disease, to maintain its
leadership in these areas and to keep a research presence in

addressed through contracts by employing financial-hedging
strategies. Others, however, are harder to anticipate or deal with.
As a general principle, functions that have the potential to
‘‘interrupt’’ the flow of product or service between a company and
its customers are the riskiest to outsource. For example,
delegating control of the distribution process to an online retailer
outsourcing call-center responsibilities can result in customers
being dissatisfied with the product or service and, thus, in higher
product returns, lower repurchases, or complaints that could
endanger the company’s reputation.
The second riskiest type of activity to outsource is one that
aﬀects the relationship between a company and its employees.
Outsourcing the human resources function, for example, can
aﬀect employee-hiring quality; outsourcing payroll and benefits
processing can result in information breaches that generate
identity theft issues and resultant legal issues; or outsourcing
software design can generate a decline in organizational
innovation. By contrast, support functions such as accounts
payable and maintenance are less risky to outsource because
175

they have few direct links to customers or internal organizational

and it was found in violation of labor practices, specifically the

processes. More formally, risks associated with outsourcing

mistreatment of workers being forced to work 11 hours each day.

typically fall into four general categories: loss of control, loss of
innovation, loss of organizational trust, and higher-than-expected
transaction costs.
Loss of control
Managers often complain about loss of control over their own
process technologies and quality standards when specific
processes or services are outsourced. The consequences can be
severe. When tasks previously performed by company personnel
are given to outsiders, over whom the firm has little or no control,
quality may suﬀer, production schedules may be disrupted, or
contractual disagreements may develop. If outsourcing contracts
inappropriately or incorrectly detail work specifications,
outsourcers may be tempted to behave opportunistically—for
example, by using subcontractors or by charging unforeseen or
unwarranted price increases to exploit the company’s
dependency.

Monitoring performance and productivity can be challenging, and
coordination and communication may be diﬃcult with oﬀshore
vendors. The inability to engage in face-to-face discussions,
brainstorm, or explore nuances of obstacles could cripple a
project’s flow. Distance, too, can increase the likelihood of
outages disabling the communication infrastructure between the
vendor and the outsourcing firm. Depending on where the
outsourced work is performed, there can be critical cultural or
language-related diﬀerences between the outsourcing company
and the vendor. Such diﬀerences can have important customer
implications. For example, if customer call centers are
outsourced, the manner in which an agent answers, interprets,
and reacts to customer telephone calls (especially complaints)
may be aﬀected by local culture and language.
Loss of innovation
Companies pursuing innovation strategies recognize the need to

Control issues can also be exacerbated by geographic distance,

recruit and hire highly qualified individuals, provide them with a

particularly when it comes to building relationships with

long-term focus and minimal control, and appraise their

outsourcing firms who may not have similar values and culture as

performance for positive long-run impact. When certain support

the home firm. Consider for example the investigations of

services—such as IT, software development, or materials

Foxconn, which took place in 2014 in China, and aﬀected the

management—are outsourced, innovation may be impaired.

reputation of Apple products being manufactured in its facilities.

Moreover, when external providers are hired for the purposes of

Foxconn is the world’s largest contract electronics manufacturer

cutting costs, gaining labor pool flexibility, or adjusting to market
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fluctuations, longstanding cooperative work patterns are

value-added activities. Factor conditions, the presence of

interrupted, which may adversely aﬀect the company’s corporate

supporting industrial activity, the nature and location of the

culture.

demand for the product, and industry rivalry should all be

Loss of organizational trust

considered. In addition, such issues as tax consequences, the
ability to repatriate profits, currency and political risk, the ability to

For many firms, a significant non-quantifiable risk occurs because

manage and coordinate in diﬀerent locations, and synergies with

outsourcing, especially of services, can be perceived as a breach

other elements of the company’s overall strategy should be

in the employer-employee relationship. Employees may wonder

factored in.

which group or what function will be the next to be outsourced.
Workers displaced into an outsourced organization often feel
conflicted as to who their “real” boss is: the new external service

The section is provided by Saylor Academy's Fundamentals
of Global Strategy.

contractor or the client company by which they were previously
employed?
Higher-than-expected transaction costs
Some outsourcing costs and benefits are easily identified and
quantified because they are captured by the accounting system.
Other costs and benefits are decision-relevant but not part of the
accounting system.
Such factors cannot be ignored simply because they are diﬃcult
to obtain or because they require the use of estimates. One of the
most important and least understood considerations in the makeor-buy decision is the cost of outsourcing risk.
There are many other factors to consider in selecting the right
level of participation in the value chain and the location for key
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Chapter 12

Global Business
Organization &
International
Assignments
After reading this chapter, students will be able to:
• Determine whether a company is better served by a
functional or a divisional organizational structure.
• Diﬀerentiate between divisions, subsidiaries,
aﬃliates, and wholly-owned subsidiaries.
• Diﬀerentiate the various organizational structures of
international organizations.
• Assess the stage of internationalization of a
company.
• Analyze the challenges and opportunities faced by
multinational companies in the selection and
management of employees in international
assignments.

Section 1

International Organizational Structures
To achieve sustainable competitive advantage on a worldwide
scale, global businesses have resorted to one of the most basic
weapons in their arsenals; namely, the ability to organize people
and resources. This ability is reflected in an organizational
structure that can be defined as the formal system of task and
authority relationships that control how people coordinate their
actions and use resources to achieve organizational goals.1
Global businesses like Shell, General Motors, Procter & Gamble,
and PepsiCo have used diﬀerent types of organizational
structures in order to respond to changes in the external
environment. The organizational structure serves the following
purposes:2
1. It allows the members of the organization to perform a wide
variety of activities based upon a division of labor that leads to
the departmentalization, standardization, and specialization of
functions and tasks.
Figure 12.1

2. It permits to the organization members the coordination of
their activities by integration mechanisms such as hierarchical
supervision, formal rules and procedures, and training and
socialization.

3. It determines the boundaries of the organization and regulates
its interfaces with the environment and its interactions with
other organizations.
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One factor in the organizational design of multinational

Particularly, when businesses produce more than one product or

corporations is the degree of centralization versus

oﬀer more than one service, they often create divisions. When a

decentralization in decision-making. Another factor is the degree

business is structured as a collection of divisions, each division

to which a company has local responsiveness or a global

focuses on a diﬀerent section of the business plan and works

strategic orientation. One last factor has to do with the level of

toward a separate goal. For example, in a business dealing with

development of the company regarding the various stages of

home repairs, one division may focus on roofing while another

international growth. However, before we delve into those three

specializes in HVAC-related repairs. Because the same

factors let us look at basic concepts first.

overarching company employs all individuals within these

The two most commonly used structures of the organization are
functional structure and divisional structure. The following figure
shows the advantages and disadvantages of each.
Diﬀerences between a division & subsidiary/aﬃliate

divisions, they can move back and forth between the divisions as
needed.
A subsidiary, on the other hand, is a legal entity that is majority
owned by a parent company (i.e., 51% or more of the voting
stock). A subsidiary is also sometimes referred to as a “child

A division is a part of a business entity. This means that a division

company” or aﬃliate when the ownership is less than 50%. A

is still a piece of the entity itself. If the company makes cars, the

subsidiary is the oﬀspring with an entirely separate body but is

division would most likely be a manufacturer of wheels or other

still owned by the parent company. Control is still exercised by

car parts, or it would be responsible for making cars in other

the foreign parent company but it is incorporated in the host

parts of the world. Furthermore, a division’s debts and all other

country. All branches and subsidiaries of multinational companies

obligations are the responsibility of the parent company. This

(MNCs) operate under the unified control of the parent company.4

means that the condition of a division, whether it is doing well or
it is not, aﬀects the parent company. Although it can often
operate under a diﬀerent name and have its own financial
statements, is still a part of the business entity itself and not
separately incorporated.3

The state of a subsidiary company in taxation and regulation does
not aﬀect the parent company. Even if the subsidiary company is
experiencing a financial crisis, it does not necessarily mean the
parent company will experience the same and vice versa. This is
because the subsidiary company and parent company are legally
two diﬀerent companies, and they technically do not share the
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Figure 12.2

same system.5 Wholly-owned subsidiaries (WOS) are 100%

handle division setup because doing so gives them tax breaks.

owned by the parent company.

Because the subsidiary is technically a smaller business, it may

Multinational corporations often set up aﬃliates under other
names to break into the markets of other countries. This is done
to protect the parent company’s name in the event that the
aﬃliate does not succeed, or where the name of the parent
corporation may not be perceived in a favorable light. Although
this business is technically separate from the larger business, the
owners of the larger business retain full control over this smaller
business, giving them the ability to guide the subsidiary’s actions.
Because the subsidiary is a separate business, workers are
technically employed by the subsidiary and not by the larger
controlling business. Businesses often elect to create wholly
owned subsidiaries instead of sticking with the perhaps easier-to-

be entitled to tax breaks reserved for small business, despite the
fact that it is technically part of the larger controlling business.

Stages of internationalization of multinational
companies
Stage one: international company
This happens when a domestic company extends business
operations—like marketing, manufacturing, and other activities—
beyond the national borders of the home country to other country
or countries. The international company is generally still
ethnocentric in orientation and believes that the home country
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follows the best ways and practices of doing business in terms of

become successful internationally is to adapt the diﬀerent

people, values, and products.

aspects of each national market and meet foreign preferences

Export department
Most international companies have an export department and use
direct exports as an initial step toward globalization. The export
department is typically housed within another function such as
marketing or operations, and may employ overseas sales oﬃces
in order to promote the export of goods that are domestically
made. Thus, international companies produce goods in one
country and directly export them to other countries.
An organizational structure with an export department is
presented in the image below, which denotes the export
department as part of the Sales function. Examples of companies
with an export department are B.N.W. Industries, Zippo

and practices. In multi-domestic companies, each foreign
subsidiary is managed as an independent unit and reports to
world headquarters.
As the volume of exports grows, it may become feasible for the
firm to manufacture and sell the products in the countries where
the exports are being shipped. It may also be viable to adjust the
product to local tastes and culture. Expertise in foreign markets
becomes important as well. Therefore, the export department
becomes the international division. Companies like Matsushita,
Toyota, and Sony have adopted this strategy.
It is very important to note that divisions in general are based on
geographical areas, products or markets served.

Manufacturing Company, Mack Trucks, and Maglite.6
Stage two: multi-domestic company
An international company enters the category of a multi-domestic
company when it discovers the diﬀerence in markets of diﬀerent
countries and adapts its products and marketing mix according
to the demands and needs of consumers of those countries. The
company begins to respond to market diﬀerences.7 The
orientation of multinational company is generally polycentric,
which is based on the belief that markets and ways of doing
business in diﬀerent countries are so unique that the only way to

Figure 12.3
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An organizational structure with an international division based on

communication, coordination, and the sharing of core

geographical regions presented below. Walmart is an example of

competencies and knowledge.9

a global business with an international division. See Figure 12.3.8
An international division is advantageous because it permits
global businesses to concentrate all international eﬀorts and
expertise in one location. It also acts as a stepping-stone as the
company expands. If the international division is at the same
organizational level as domestic operations, it signals to
international customers their importance to the company. Having
an international division fosters a global mindset in the people
working within the division, and facilitates the key process of
designing products that cater to local tastes and cultures.

Figure 12.4

However, an international division can also have disadvantages.
One major disadvantage is the potential conflict between
domestic and international operations. That is, managers in the
international division may feel like “second class” citizens if they
are not at the same hierarchical level as managers in domestic
operations. For example, in Figure 12.3, the manufacturing
manager for Europe would be at the fourth tier in the
organizational structure, while the manager for domestic
manufacturing is at the second tier. This internal situation would
contradict the importance of global business to the firm. Other
disadvantages of the international division come from separating

Figure 12.5

domestic and international operations, resulting in a lack of
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A divisional structure based on markets serving a global business
with three divisions is presented in Figure 12.4. A market
structure groups products into separate divisions according to
the needs of diﬀerent customers.
Hilton Hotels Corporation is an example of a global business with
a market structure. It is organized around the following divisions,
which serve diﬀerent markets or customer classes around the
world: Hilton, Hilton Garden Inn, Doubletree, Embassy Suites,
Homewood Suites by Hilton, Hampton, Scandic, Conrad, and
Timeshares. Hilton Hotels Corporation manages approximately
3,000 properties totaling about 500,000 rooms in 80 countries
and territories.10
A product structure is a particular kind of divisional structure that
groups products into separate divisions according to their
similarities or diﬀerences. Figure 12.5 presents a product

Figure 12.6

structure for a global business with three product divisions.

Figure 12.6 illustrates a structure for a global business with three

British Petroleum is an example of a global company with a

C.V. (CEMEX) is an example of a global business with a

product structure. Its product divisions include petroleum, natural

geographical region structure. Its three divisions include: 1) North

gas, motor fuels, aviation fuels, and petrochemicals.

America; 2) South America and the Caribbean; and 3) Europe,

A geographical region structure is a particular kind of divisional
structure that groups products into separate divisions according
to the needs of the diﬀerent geographical regions the company
serves. The geographical region structure is also called area
structure.

geographical region divisions. Cementos Mexicanos S.A.B. de

Asia, and the Middle East. Each regional manager supervises and
is responsible for all the business activities undergoing in the
countries comprising the region. These activities include
production, distribution, marketing and sale of cement, ready-mix
concrete, and aggregates. CEMEX’s corporate headquarters
evaluates the results and performance of each geographical
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region, and allocates economic resources according to this data.
CEMEX is the world’s largest building materials supplier and third
largest cement producer. The company has a presence in more
than 50 countries.10
Stage three: global company
The next major strategic shift from a multi-domestic company is
to become a global company. A global company possesses a
global marketing strategy or a global sourcing strategy that are
truly integrated. In the third stage, global firms set up full

Figure 12.8

operations in other countries. Just like with multi-domestic
companies, the divisions could be related to products, markets,
or geographical regions, but sometime global companies choose
to use a hybrid structure, which is the combination of a
functional, and a divisional structure.

Global businesses with hybrid structures are said to be organized
by more than one dimension at the top level. A global business
with a hybrid structure is presented in Figure 12.7 using a mix of
product structure (Product A division) North America and Latin
American geographic division and functional structure (Global
R&D, Global Marketing and Global sourcing).
Look how Procter & Gamble, a major global company defines its
own global structure, placing emphasis on brands, regions and
an integrated marketing strategy.

Figure 12.7

“Our organizational structure is comprised of Global Business
Units, Selling and Market Operations, Global Business Services
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and Corporate Functions. It combines global scale benefits with a
local focus on consumers and retail customers in each country
where P&G products are sold.
Our portfolio is organized around 10 category-based Global

Why 2018 Could Be McDonald’s
Best Year Ever
By Danny Klein

Business Units (GBUs). These are categories where P&G has
leading market positions and where product technologies deliver
performance diﬀerences that matter to consumers. GBUs are
responsible for developing overall brand strategy, new product
upgrades and innovations, and marketing plans. Our 10
categories include Baby Care, Fabric Care, Family Care, Feminine
Care, Grooming, Hair Care, Home Care, Oral Care, Personal
Health Care, and Skin and Personal Care.
Our selling and market operations (SMOs) are responsible for
developing and executing go-to-market plans at the local level—
and includes dedicated retail customer, trade channel and
country-specific teams. Their focus is eﬀective and eﬃcient
selling, distribution, shelving, pricing execution and
merchandising for consumers, channels, customers and markets
in six regions:
•

Asia Pacific

•

Europe

•

Greater China

•

India, the Middle East and Africa (IMEA)

•

Latin America

•

North America

McDonald’s could be headed for a historic year in 2018. Here’s
a pretty eye-opening fact: Since early 2015, when Steve
Easterbrook was named McDonald’s CEO, the fast-food giant’s
stock has more than doubled. It’s 46 percent higher so far in
2017 alone. In fact, it hit all-time highs every single day this
week, as The Motley Fool points out.
But what makes this intriguing (especially for investors) is the
reality that McDonald’s hasn’t hit its stride yet. Let’s turn back
to 2015. McDonald’s was coming oﬀ two years of declining
sales and profits. Don Thompson stepped down after nearly
three tumultuous years, and Easterbrook, who spent much of
his career in Europe, took the job. In 2006, he helped boost
McDonald’s U.K. business as CEO and was named president
of McDonald’s Europe in 2010. He left the company a year later
to lead two separate British chains—Pizza Express and
Wagamama—but was lured back in 2013 as global chief brand
oﬃcer.
Easterbrook first unveiled his turnaround plan in May 2015.
“The immediate priority for our business is restoring growth
under a new organizational structure and ownership mix
designed to provide greater focus on the customer, improve
our operating fundamentals, and drive a recommitment to
running great restaurants,” he said at the time.
That July, McDonald’s began operating under a new
organizational structure with the following market segments:
the U.S.; international lead markets (Australia, Canada, France,
Germany, and the U.K.); high-growth markets (China, Italy,
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Global Business Services (GBS) provides technology, processes

locations and then shipped to customers in diﬀerent countries.

and standard data tools to enable better understanding of the

Another example, the software company Trend Micro has

business to serve consumers and customers. GBS also supports

financial headquarters in Tokyo, where it went public; has product

P&G business units and employees in areas such as accounting

development in Taiwan, where there is an abundance of workers

and financial reporting, information technology, purchases, payroll

with PhD degrees; and has sales in Silicon Valley, giving it access

and benefits administration, and facilities management.

to the giant American market. When stateless corporations

Corporate Functions provide company-level strategy and
portfolio analysis, corporate accounting, treasury, tax,
governance, human resources, and legal.11
Stage four: transnational company

organize this way, they are no longer limited to the strengths nor
constrained by the weaknesses of a single country.12
Although hybrid structures, like the ones used by global
companies, provide firms with enough flexibility to achieve the
goals of the organization, in some cases transnational companies

A transnational company is geocentric in orientation, giving

need the simultaneous benefits of both the functional and the

decision-making powers to each individual foreign market. The

divisional structures. For example, a defense contractor may

mantra is to simultaneously exploit the global integration while

need deep, technological expertise found within functions, while

being responsive to local acuity. The main features of

simultaneously needing the horizontal coordination of the division

transnational companies are dispersed activities, interdependent

structure. The answer is the matrix structure, in which people are

operations and specialized products. Transnational companies

grouped simultaneously by function and by division as shown in

grow thru foreign direct investment in the form of mergers and

Figure 12.9.

acquisitions (subsidiaries and aﬃliates).
For example, R&D activities in transnational companies are
dispersed in several countries according to specific needs and
integrated in a global R&D plan. American company Caterpillar
has manufacturing facilities in several countries and assembling
services in yet other countries. Components from specialized
production facilities in diﬀerent countries are shipped to assembly
187
Figure 12.9

The major drawback of this structure is the dual role ambiguity.
Two bosses making conflicting demands on the employee can
cause role conflict or compromises with sub-optimal results.

Disperse sub-units
Subsidiaries located anywhere in the world where they can
benefit the organization either taking advantage of low-factor

In addition, this structure is inherently more complex because of

costs or providing information on new technologies or market

the superimposition of two structures—functional and divisional.

trends.

Complexity results in diﬃculties monitoring and controlling
managers and personnel as well as the information flow.
Matrix management was popular in the 1970s and 1980s, Phillips,
the large electronics company was a leader in this structure, after
the Second World War. However, it was dismantled in the 1990s
when the company was not doing so well, due in part to the lack
of satisfaction of the product divisions with the accountability of

Specialized operations
Activities carried out by sub-units focusing upon particular
product lines, research areas, and marketing areas design to tap
specialized expertise or other resources in the company’s
worldwide subsidiaries.
Inter-dependent relationships

profit and losses.13 Other transnational who have tried this
Used to share information and resources throughout the

structure include IBM and Bayer AG.

dispersed and specialized subsidiaries. Royal Phillips, the
Another, more agile and lean structure often used by transnational

electronic company that pioneered the use of the matrix structure

firms is the network structure. It encompasses elements of

and later dismantled it, uses a network structure in its operating

functions, and product and region divisions inside a network

units in 60 countries. These units range from large subsidiaries,

arrangement to link worldwide subsystems such a subsidiaries,

which might e among the largest companies in a country, to very

plants, facilities, etc.

small singe function operations, such as research and

The network is made up of inter-related, coordinating nodes as
seen in Figure 12.9. The conceptual framework of a trans-national
network structure primarily consists of three

components:14

development or marketing divisions of one of Phillips businesses.
Some are centrally governed by the headquarters, other are
almost autonomous.15
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Figure 12.10

The chief characteristics of Multi-domestic, Global and
Transnational Corporations are as follows:16
1. Large in size: MNCs are generally large in size as they operate
in several countries. The assets and sales of these companies
run into billions of dollars and they make supernormal profits.
MNCs are located in various countries to serve the needs of
diﬀerent markets.

Figure 12.11

2. The interests and operations of MNCs sprawl across national
boundaries but the control resides with a single institution. For
example, PepsiCo, Sony and Suzuki are headquartered in their
home country but operate in several countries. An MNC
operates through a parent company in the home country and
as divisions, aﬃliates and subsidiaries in several host
countries.
3. Oligopolistic nature: Through mergers, acquisitions and
takeovers, MNCs assume a lot of power and coupled with their
189

large size, they become oligopolistic in nature. MNCs earn
large profits as well. An oligopoly refers to an economic market
where there are a small number of players, be they government
or corporations, which dominate the industry. While in some
industries this is suﬃcient to still keep a competitive
environment, where each is seeking to beat the others, there is
a risk that the limited number of players will collude.
4. Spontaneous in evolution: MNCs usually grow in a continuous
and unconscious manner and often grow through mergers and
acquisitions. Sometimes, a firm establishes a subsidiary
abroad because of certain specializations or cost saving
opportunities due to wage diﬀerentials, better opportunities,
economies of scale, costs and logistics in the host country.
5. Facilitates transfer of resources: A MNC Facilitates multicounty transfer of resources in the form of technical know-how,
equipment, machinery, materials, finished products and
managerial services. MNCs are composed of a complex and
widely varied modern technology ranging from production and
marketing to management and financing.
The section was authored by Dr. Jeanette Francis of Lynn
University.
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Section 2

Culture Shock & Reverse Culture Shock
Culture shock

unacceptable behavior. As they stay within that culture, there is a
realization that certain behavior which is considered acceptable

Culture shock is the process of adapting to a new and diﬀerent

in their home culture might not be acceptable in the host culture

culture. Working in a new culture can produce a number of

and vice versa.

reactions:
• Strain felt due to the eﬀorts to adapt in a foreign culture
• Sense of loss and deprivation related to friends, status and
professions
• Rejection by the people of the new culture or rejecting them

While the phenomenon of culture shock is increasingly well
known, reverse culture shock is not as recognized and
understood. This is due in part to the fact that people are
returning home. So why should "returning home" result in culture
shock?

Reverse culture shock

• Confusion in identity, values and roles
It may be helpful to think of reverse culture shock in terms of the
• Anxiety, leading up to even disgust about various foreign
practices
• Feeling helpless when not being able to cope with the new
atmosphere

culture shock one experiences when moving overseas. Many of
the same events and circumstances that create stress when
adapting to a foreign culture also create stress in the return trip.
As with culture shock, many aspects of reverse culture shock are
subjective, therefore each person will have a unique experience

At the most basic level, culture shock is embedded within

in readapting to his or her home culture. Research does,

uncertainty. Upon the arrival of expatriates in the new culture,

however, indicate some common patterns existing among most

there is a general uncertainty regarding acceptable or

sojourners' reentry experiences.
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We are familiar with things where we live. We know the

people, actions, feelings, emotions and cues that make us feel “at

streets and which sides of them to drive on. We know what type

home.” Craig Storti, says the following: “The essence of home

of food we like to eat. We also generally follow routines. Many of

can be described in three key elements: familiar places, familiar

our daily actions are done without even thinking about them. We

people and routines, and predictable patterns of

know the people we live and work with. We know the patterns of

interaction.” These three elements associate the feelings of

how we communicate with others. We know the cracks in the

security, understanding, trust, safety and belonging.

ceiling and the creaks in the floor. We may not pay conscious
attention to all of these little details, but we are accustomed to
them.

Some scholars have noted that culture shock follows a U-curve
pattern. Upon arrival in a foreign country, people tend to
experience a “honeymoon” period where the new culture is

These customs, routines and communications are cues that we

exciting, fresh and fun. Soon after however, as diﬀerences surface

depend on to direct our behavior. Over time, these cues have

and mount, sojourners fall into the pit of culture shock. Gradually,

become second nature and predictable to us. In a sense, our

as one adapts to the new culture and accepts diﬀerences, they

culture actually helps define who we are.

regain their emotional and psychological stability.

As we immerse ourselves into a new culture, we become familiar

For some, this experience is over in a matter of weeks; for others

with new practices. We learn the smells, the sounds, and the feel

it may take months. Nonetheless, researchers maintain that if you

of our new location. We learn to interact with new people. All of

have spent a significant amount of time in a foreign country,

this is incorporated into our new identity. Eventually, we become

chances are that you have experienced some of the stresses

accustomed to our new way of life, not realizing that these little

common to culture shock.

changes or customs define what we now find familiar. New
routines become our norm. We create new identities through
these routines and practices, immersing ourselves into the
customs of our new “host” country.

As with cross-cultural adaptation stress, change of routine and a
lack of familiarity contribute significantly to reverse culture shock.
As you've settled into your foreign location (sometimes staying
outside the United States for as many as three tours / 8 or 9

Our concept of “home” is built on these ideas of familiarity,

years), you've spent less time in your home culture. Upon return,

routine, communication and identity. Home is more than the

not only is home diﬀerent from what you are now used to, but it

physical place in which we live. Home is associated with all of the
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may be diﬀerent from what it was when you left, and diﬀerent
from what you expect it to be like.
Craig Storti’s book, The Art of Coming Home, presents key

9. Degree of diﬀerence between the overseas and the home
culture: the greater the diﬀerence, the harder the reentry.
Home has changed

variables that aﬀect reentry stress, including the following:
Often repatriates expect their home to be just the same as it was
1. Voluntary versus involuntary reentry: involuntary is worse
2. Expected versus unexpected reentry: unexpected is harder
3. Age: reentry may be easier for older people who have been
through more life transitions.

when they left. While you were outside the country, events and
new developments, however, have changed the fabric of your old
community. These natural changes can be shocking and
disorienting upon return. You may be surprised by how much
your hometown has grown (or shrunk). They're building a new
strip mall here and tearing down your old elementary school

4. Previous reentry experience: the first time is worse.
5. Length of the overseas stay: the longer the sojourn, the
greater the chance for adaptation; hence the harder it may be
to leave and come home.
6. Degree of interaction with the overseas culture: the more

there. It may seem both crowded and empty at the same time.
There may be new members of your extended family—babies
born to siblings—whom you have never met. Your relationships
with people may have changed too, and your friends lives may
have evolved. Friends may have changed their social group.
Relationships that were once strong may no longer be the same.

involved you become in the local culture the harder it may be

Additionally, you may not be going home to the same hometown

to leave it behind.

location. Chances are you're probably moving to the

7. The reentry environment: the more familiar and supportive

Washington, D.C. metro area. Wherever you come home to,
expect to see and feel changes.

the easier the reentry.
You have changed
8. Amount of interaction with the home culture during the
overseas sojourn: the more familiar the returnee is with

From our review of culture shock, we know that "home" is much

changes in the home culture the easier the reentry.

more than just the "house" you live in. Home involves feelings,
relationships, routines, and predictable patterns of interaction.
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Home is also significantly related to a person's identity - home is

laws or help in caring for a family member. Your friends might

where you are most yourself. As you evolve as an individual

expect you to join in their already established book club

abroad and adopt the culture practices of your foreign post, your

or community service project. Your commute to work might be

perception of home changes. Living overseas can be a life-

more time consuming. You may need to spend more time in the

changing experience and may aﬀect your attitudes, feelings and

car for shopping, picking up kids at school or playdates, or

relationships with the home you left many years ago.

running errands. These are not necessarily bad things; you simply

You have adapted to a new culture, and now you have to re-

have to adjust to a new routine.

adapt

Challenges of reverse culture shock

In a way, any place that you adapt to becomes “home.” Being a

In addition to the change and adaptation issues, there are several

member of the foreign aﬀairs community adds significance to the

challenges that sojourners face on reentry:

phrase, “Home Is Where the Heart Is.” As you adjusted to your
host country, you brought home with you.
As Americans, most of us share a common language, celebrate
holidays like Thanksgiving, and know our National Anthem. And
these things most likely don't change. As you assimilated into a
new culture, you might have incorporated new traditions—those
learned overseas—into your daily life. You became familiar with
the routines and customs of your new culture, you immersed
yourself in this culture, and in doing so, “back home” became
more distant.
As you return home, you will have to relearn routines and patterns
that you have forgotten. The more comfortable you were abroad
in your foreign home, the harder the transition back. Your family

General challenges
• People at home aren’t as interested in hearing about your
foreign experience as you are in telling them about it.
• You aren’t as interested in hearing about what has happened at
home as they are in telling you about it.
• You miss being abroad.
• You miss the celebrity status of being an “American” overseas
— at home, you don’t stand out as much.
• You miss the “royal” treatment, lifestyle and social status you
may have enjoyed abroad.
• You miss the tight-knit foreign aﬀairs community you were a
part of.

might have expectations—frequent visits to your parents or in194

Challenges of American culture

Myths & misconceptions about the United States

Many repatriates also observe a few characteristics of

Many people have misconceptions concerning life in the United

mainstream American culture:

States. Some of these myths include the following:

• Materialism/abundance/waste: Compared to many citizens of

• Everything works better back home.

the world, Americans have expendable income. While this

• People are more eﬃcient.

statement might not be true for al Americans, the majority tend

• Everything is clean.

to spend money on items that appear "material" to other

• Things are basically the same as when I left.

cultures. Coming into this American environment from a culture

• Personal relationships can be resumed easily.

that is less aﬄuent may be a shock. Enter any well-stocked

• I can cope easily in my own culture.

U.S. supermarket and the hundreds of food choices can
boggle the mind if you have just arrived from a country

New attitudes & values of sojourners

with limited supplies and/or selection of goods.
Americans often develop new attitudes, values and perceptions
• High-speed pace of life: America (for the most part) is a fastpaced place. People seem to always be in a hurry. While this

as a result of their travels. These can often cause stress on
reentry.

"fast-paced existence" may be true in many cities around the
world, if you come home from a “laid-back” culture to the land

• I see America through a sharper lens, both its strengths and

of fast food, 24/7 connectivity, and non-stop activities, it

weaknesses. I no longer take this country for granted and I

takes some time to get used to.

really resent unbalanced criticism by Americans who haven't
experienced the rest of the world.

• Values/attitudes: The values and attitudes of some of your

• I see the validity of at least one other culture. That makes me

family and friends may surprise you, especially if you have

realize that the American way is not always "right" or "best." I

adopted new ways of thinking about the world from your

am impatient with people who criticize other countries and

experience living abroad.

blindly accept everything American causing them to never
question anything.
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• I have an unclear concept of home now.

wonderful things about your foreign post, and compare them

• I place more value on relationships than other Americans seem

against the least pleasant aspects of being home. Understand

to. People here are too busy for one another.
• Everyone in America is always so stressed and frantic. They

that it is normal to critically assess and compare your
experience abroad with your experience at home.

never relax. I feel like I can't relate to others.
• Marginality: Your overseas experience has significantly

Eﬀects of reverse culture shock

impacted your identity. As you immersed yourself in a new
culture, you broadened your perspective and opened your mind

How do all of the stresses of reverse culture shock manifest
themselves in the repatriate? Often the same way they do in initial
culture shock. Aside from the obvious frustrations, returnees may
experience a number of mental/emotional side-eﬀects, such as
criticality, marginality, overexertion/exhaustion, and resistance/

to new ideas. Once you return home, you realize that tensions
exist between your new identity and mainstream society. You no
longer feel like you fit in. You are able to function in and adapt
to “back home” settings, but do not feel completely
comfortable.

withdrawal/self-doubt/depression.
• Overexertion/exhaustion: Because many of the routines,
Craig Storti notes the following eﬀects in his book, The Art of

patterns and customs of U.S. culture are new to you, you must

Coming Home, summarized here:

consciously pay attention to performing basic functions. Add to
that the stress of the logistical tasks of your return, and you may

• Criticality: At the depths of reverse culture shock, you may
notice yourself making a lot of critical judgments about home.

begin to feel overwhelmed by this experience. Exhaustion is a
commonly reported eﬀect of reverse culture shock.

Your renewed unfamiliarity with the home culture and your
unfamiliarity with the routines can lead to unpleasant and

• Resistance/withdrawal/self-doubt/depression: As you

frustrating experiences. Furthermore, this frustration can be

become discontented with your home culture, a common

displaced, often onto others. It becomes easy to be impatient

reaction is to resist adapting to it. Many returnees withdraw or

with others and hard to be objective -- even when the problems

escape, dwelling on fantastical thoughts of the foreign culture

are actually insignificant. You may remember all of the

and avoiding contact with people from the home culture. With
196

all of the frustrations and disillusionment of "home," it can be

The reverse culture shock W-curve was developed by John and

easy to question and doubt yourself. Not surprisingly, then,

Jeanne Gullahorn. It operates under the assumption that the

reverse culture shock is often accompanied by a dose of

longer one remains in a foreign culture, the more adapted one

depression.

becomes to that culture, therefore, causing unexpected culture
shock upon one’s return home. Upon arrival in the "home"

The reverse culture shock w-curve

culture, the returnee experiences a "honeymoon" period where all
that is grand about home seems to shine through. Visits with
old friends and family are refreshing, and you may notice some
exciting changes. The honeymoon period doesn't last long,
though, as cultural diﬀerences and the stresses of reentry
continue to mount. For people not expecting reentry stress, the
challenges can be even more severe, plunging repatriates into
the pit of reverse culture shock. As returnees cope with the
cultural diﬀerences of their home culture and manage the
logistical tasks, they climb up the slope of re-adaptation and
again regain their psychological stability. As with initial culture
shock, the duration of this phenomenon varies from person to
person.
This section is provided by the U.S. Department of State’s
“Reverse Culture Shock.”

Figure 12.12
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